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, I MtAiryRead '
o . Basking Rldge, New Jersey 07920

- Décember 22, 2006

Fellow Shareﬁolders':

A . . A ' oot r

Slrategy Execunon Cu!mre - thesc are the critical élements to our success. We want to outline how we are
addressing each of them as we work to build consistent, sustainable increasés in shareholder value. '

Strategy:: Leadership in Intelligent Cnmmunications RU o cu o

From a strategic standpnmt we have a compe]lmg vision of our future a v1s:on that leverages our slrenglhs
d1fferent1ates our ‘offerings, and enhances our leadershlp posmon

' N Vo
It is a vision that is built on Intelligent Commumcatlons lntelllgcnt Cnmmumcanons is about embedding
communications solutions into our customers’ business processes to help them transform their businesses and
inriovate their business models. It is about helpmg enable customers to 1ncrease Tevenues, 1mprove productwny
and grow profits. '

As the evolution toward lntelllgem Commumcanons commues sof‘twarc become's a much larger part of _ \
the IP tetephony platform. This plays’ well to our advamage For the past five years, we have been comimitted -
to Linux, open standards and leadershlp in our softwar¢ platform. We believe that we are well ahead of our

competnors in th1s regard and we plan to press thlS advantagc ina couple of' dlffcrcnl ways ‘ '
C

We are focused on extendmg the value of our communlcanon manag,cment software as customers adopt .-
technology architectures and frameworks that open up new p0551b1]1tlcs for interaction among employces
customers, business partners and suppliers, - S A

We also plan to build on our leadership position in contact center applications by extending the core attributes
and functionality’of the contact center across the entire enterprise, creating in many ways a virtual contact center,. .
and also by deepening and strengthening our technology solutions in this area. In unified communications we plan
to build off of our strengths in messaging and multimedia conferencing for collaboration and driving employee
productivity. We also are working more closely with our business partners to mtegrate our offerings and develop \
new solutlons Ouir partnershlps and strateglc a]hances are crmcal to our s(ralegy gomg forward '

.

Our services business will continue to be an.important dlfferentlator for us and we are aligning it more . -
closely to support our Intelligent Communications solutions: Asa result, we are-enhancing the skill sets of our.~ - 5
services professionals and adding to our professional services team, which gives us important capabilities.as - -
networks become more multi-vendor and applications-driven.
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Execution: Getting into Fighting Shape

The success of any strategy depends on how well it is executed. We are sharply focused on getting our
company into fighting shape to better compete — and win — in our marketplace.

One of the major steps we have taken in this regard is to organize the company to achieve rapid decision-
making, minimize cost and complexity, and improve investment alignment, We created a new position, chief
operating officer, to bring our product and scrvices business segments, sales, and the key support functions of IT,
procurement, and supply chain, under one roof.

Our approach here is two-pronged: to drive revenue growth and to improve operational efficiency. We
believe there are many untapped opportunities to grow — in areas ranging from IP telephony syst'ems, to
communications software and applications, to professional services. By focusing our investments and by
enhancing the skills of our organization, we will be better positioned to capture these opportunities and enhance:
our leadership position.

While we work to drive revenue growth, we are also moving quickly to improve our cost structure and our
competitiveness. We are undertaking an intensive review of our portfolio of solutions and services to determine
the appropriate level of investment. Much of the portfolio is correctly aligned to support our strategy and we
expect to continue to invest accordingly. The parts that are not — the areas that do not serve our strategic interests
—will be targeted for disinvestment. We are also mvestmg in lower cost regions, such as India.

Lastly, we see opportunities to mcrease our efﬁ(:lency and i 1mprove our processes globally. Our focus here is
on enhancing productivity and ellmmatmg redundancies — and in general to work smarter and faster. .

To support our growth initiatives, and to get our company into fighting shape we need to have the right
employees in the right places. This means reducmg headcount in areas that do not support our strategic goals,
and in arcas whére our performance is not up to par, and adding staff and resources in high potential areas,
Consequently, late in fiscal 2006 we initiated a plan to restructure our workforce. The resulting cost savings from
this action will be used to offset mcreased costs and expenses and we expect that a portlon also will be remvesled
in our business. - .

Culture: Success, Integrity, Urgency C ' . oo

Companies that win have winning cultures — and building such a culture within Avaya is a top priority. We
have articulated a set of core cultural values that will drive and transform our company and we will be holding
people accountable to those vatues. Integrity tops the list. Putting the customer first is vital. Urgency, speed,
simplicity, destroying complexity, solving problems, getting results these are vital to our success.

Our company operates in a dynamic, global market env1ronment with strong competltors and a fast- changmg
landscape. It is essential that we leverage our strengths most effectively while working faster and smarter to
maintain our edge and enhance our leadership. Qur goal here is to reinvigorate our culture — to build off of and
be proud of our imore than 100 year heritage in voice telephony, but at the same time, to capture the vibrance and
entreprencurial spirit of a company that is only six years old.

This is about more than simply doing things right. It is about optirﬁizing our collective efforts sothat we, as a
company, are focused on doing the right things to grow market share, win new customers, improve profitability and
build value. It is about each of our employees in all of our markets and across all of our businesses contributing to
our corporate strategy, improving collaboration, and capturing opportunities that add value to our company.
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2007: Building on our Strengths

As we move through 2007, we clearly enjoy significant strengths. We are a lcader in our enterprise telephony
market and we are helping to lead the transition to 1P telephony and Intelligent Communications. in all, we have
shipped almost 12 million IP lines, with more than 4 million IP lines shipped in fiscal 2006. We have a strong
portfolio of solutions, as evidenced by the 9 percent growth in sales of products in fiscal 2006 compared to fiscal
2005. We have a very strong balance sheet — approximately $900 million in cash and no debt as of September 30,

2006.

Our goal is to leverage and build on these strengths to improve the level and consiétency of our performance.

We will do this by focusing on three key areas: strategy, execution and culture. This will enable us to further
differentiate our company and our offerings, enhance our market leadership, drive our growth, improve efficiency
and instill a commitment to success, In a short time, we have made solid progress in each of these arcas and we

look forward to reporting on our continued progress to you in building sharcholder value.

Thank you for your continued support.

Sincerely,
Louis J. D Ambrosio Michael C. Thurk
President and Chief Executive Officer Chief Operating Officer
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2007 ANNUAL MEETING OF SHAREHOLDERS

To our Shareholders:
NS -
, The Annual Meetmg of Shareholders of Avaya Inc ‘a Delaware corporatton w1ll be he]d on Thursday,
February 15 2007 at 8 30 A M "local tlmc at The Falrmont San Jose Iocatcd at 170 South Market Street San Jose

Callforma 95113 forthe followmgpurposes g . e e e e

XN LN T1LIN f ,c o I

1

.-
(1) toelect four nominees'to Class 3 of our Board of Directors for a three -year term; T

(2) to consider and act upon a proposal for the ratification of the selection made by‘our Audit Committee.
. appointing Pr1cewaterhouseCoopers LLP,as our independent registered public accountmg firm for the
ﬁscal ygar endmg September 30 2007 -

+

EERUULINCI R IEREE K oot

(3). - to consider and act upon a proposal to approve an amendment to the Avaya Inc. 2004 Long Term ..
Incentive Plan; o

(4) to consider and act upon a shareholder proposal if properly presénted at the meeting; and -

- (5) to transact such other business that may properly come before the meeting and all adjdurnments of
o postponements ofthe meetmg TRty S T A DT R
I

close ofbusmess on December 19 2006 . C e e e .

' +A list of: shareholders entitled to vote at the Annual Méeting will be open to examination by any shareholder
for any purpose germane to the meeting, at the location of the Annual Meeting-on February 15, 2007 and during
ordinary business hours for.ten days prior to the meetmg at our headquarters located at 211 Mt. Airy Road
Baskmg Rldge New Jersey 07920 '

T L

W ha B TR PRSTTEETI

Please note that only shareholdérs and-their proxies-are invited to attend the Annual Meeting. If you planto -

attend the Annual Meeting, please check the box prov1ded on the aceompanymg Proxy ¢ card or, if you vote over the

Internet or by telephone follow the mstructlons provrded to 1nd|cate that you plan to attend Whether or,not you

plan i0 attend tJhe Annual Meetmg, we urge you 10 complete sign, date and promptly return the enclosed proxy
card or to vote over the Internet or by telephone $0 that your shares w1ll be represented and voted at the Annual
Meetmg !

TN rrite e a0l e . N T VR AT
ot ol R .+ By Order ofthe'Board ofDlrectors .o

o L s ' L “t Lo Lt . . 1 . .

' taa Ll e ‘ Pamel’aF.lCraven' T
. Secretary .
LA Y \ | o "y +
v ey sl b0 0 YOUR VOTEIS IMPORTANT. - i o oo 00
. WE URGE SHAREHOLDERS.TO COMPLETE, SIGN, DATE . .} «. - '*.. v

=t 2o, AND' PROMPTLY:RETURN THE ACCOMPANYING PROXY CARD® RV

OR TO YOTE OVER THE INTERNET OR BY TELEPHONE.,

[1-1
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The record date for the determmatlop ofthe shareholders entltled to vote at the meetmg is flxed as of the "
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AVAYA

21] Mt Alry Road '
Basking Ridge, New Jersey 07920

PROXY STATEMENT FOR THE 2007 ANNUAL MEETING OF SHAREHOLDERS

"y

About the Annual Meeting

Why have I received these materials?

The accompanying proxy is being mailed and made available electronically to our shareholders on or about
Deccember 22, 2006 and is sollcned by the Board of Dlrectors (the “Board”) of Avaya Inc.(referred to throughout
this Proxy Statement as “Avaya " “the Compaiy,” “we” or “our”) in connectioni with our Annual Meeting of -
Shareholders that will take place on Thursday, February 15, 2007. You are cordially invited to attend the Annual
Meeting and are requested to voie on the proposals described in this Proxy Statement, '

LAY

Who is entitled to vote at the Annual Meeting?

Holders of our commion stock (“Common Stock™) as of the close of busmess on December 19 2006 will be
entitled to vote at the Annual Meeting., Each share of Common Stock is entitled to one vote with respect to each
matter to be voted on at the Annual Meeting, On October 2, 2006, there were 451,729,340 shares of Common
Stock outstanding.

How do I vote my shares at the Annual Meeting?.

If you are a “record™ shareholder of Common Stock (that is, if you hold Commen Stock in your own name
in Avaya’s stock records maintained by our transfer agent, The Bank of New York), you may complete, sign and
date the accompanying proxy card and return it to Avaya or deliver i in person. In addition, you may vote through
the Internet or by using a toll-free telephone number by followmg the instructions included with your proxy card.
Please be aware that if you vote over the Internet, you may incur costs such as telephone and Internet access
charges for which you will be responsible. The Internet and telephone voting facilities for shareholders of record
will close at 11:59 P.M. Eastern Standard Time on February 14, 2007.

“Street name” shareholders of Common Stock (that is, sharcholders who hold our Common Stock through
a broker or other nominee) who wish to vote at the Annual Meeting will need to obtain a proxy form from the
institution that holds their shares and to follow the voting instructions on that form. .

If you are a participant in the Avaya Inc. Savings Plan or Avaya Inc: Savmgs Plan for Salaried Employees
or hold Common Stock in an Avaya Employee Stock Purchase Plan account, you will receive one proxy card for
all shares that you own through those savings plans and in your Employee Stock Purchase Plan account. That
proxy card will serve as a voting instruction card for the trustees or administrators of each of those plans where all
accounts are registered in the same name. If you own shares through either of the savings plans or in an Employee
Stock Purchase Plan account and do not vote, the savings plan trustees will vote your plan shares in the same
proportion as shares for which instructions were received under each savings plan, and shares held in an Employee
Stock Purchase Plan account will be voted in accordance with normal brokerage industry practices.

Can I change my vote after I return my proxy card or after ! vote electronically or by telephone?

Yes. After you have submitted a proxy, you may change your vote at any time before the proxy is exercised
by submitting a notice of revocation or a proxy bearing a later date, You may change your vote by: (i} submitting
a new proxy card prior to the date of the Annual Meeting, (ii) voting again prior to the time at which the Internet

11-2




and telephone voting facilities close by following the procedures applicable.to those methods of voting, or {iii)
attending the Annual Meeting in person and submitting a properly completed ballot at the de51gnated time. Ineach
event, the later submitted vote will be recorded and the earlier vote revoked. . Lo

What constitutes a quorum for purposes of the Annual Meeting? . L. L
The presence at the Annual Meeting in person or by proxy of the holders of a majority of the votmg power of
all outstanding shares of Common Stock entitled to vote shall constitute a quorum for the transaction of business.
Proxies marked as abstammg (including proxies contammg broker non-votes) on any matter to be acted upon by
shareholders will be treated as present at the meetmg for purposes of determmmg a quorum but will not be'counted

N

as votes cast on such matters.” . . - e I

What are the voting requirements to elect the Dzrecrors and to approve each of the proposa!s discussed in this
Proxy Statement? C a S

The clection of Directors at'the Annual Meetmg requ1res the afﬁrmatlve vote of a pluralrty ofthe votes cast
at the Annual Mceting by shares represented in person or by proxy and entitiéd to vote for the election of Directors.

However, under our.Corporate Governance Guidelines, in an uncontested election, any nominee for Director
who receives a greater number of votes “withheld” from his or her election than votes *“for” his or her election is
required to tender his or her resrgnatton for consideration by the Governance Committee and the Board following
certification of the shareholder vote. Sec “Corporate Governance and Rélated Mattcrs - Certam Corporate
Governance. Policies — Majortty Voting Policy” for more information. ; - A R ‘

Each other item to be votéd’ upon at the Annual Meetmg requlres the afﬁrmatlve vote, of a ma_]orlty of the
shares represented in person or by proxy and entltled o vote on the matter for approva] '

What are the effects of abstentions and broker non-votes? R R P

A properly executed proxy marked “ABSTAIN" with respect to any matter will not be voted, although it will
be counted for purposes of determining whether therc is a quorum. Accordmgly, an abétention on any matter other
than the election of dlrectors will have the cffect-of a negative vote on that matter. - t C

If you are a street name shareholdef, your bank broker or othcr holder of record i is permltted to vote your
shares on thé election of Directors and the rat1ftcat|on of PncewaterhouseCoopers [LP'as our tndependent
registered public accountlng ‘firm even if that bank broker or other holder does not receive voting instructions
from you. A bank, broker or other similar holder may not vote on the proposal to amend the Avaya Inc. 2004
Long Term Incentive Plan or the sharcholder proposal absent your instructions. Without your voting instructions,

a “broker non-vote”” will occur. A “broker non-vote” occurs when a bank, broker or other similar holder of record
holding shares for a beneficial owner does not vote on a parttcular proposal because that bank, broker or other

¥.. holder does not have discretionary voting power for that particular proposal-and has not received instructions from

the beneficial owner on how to vote the shares. If you hold your shares in street name through a broker or other
. nominee, shares represented by “broker non-votes™ will be counted-in determining whether there is a quorum but
‘ 'w1lltnot<be counted as votes cast on any such proposal : A I ; .

TTRE AT . . '
sy Who ’I” dversee lhe votmg resulrs? :
- *u” A .;,_1 rr e s . o
“t lVS”‘A’s's‘obidtes“IEc (Independent Votmg Services), 111 Continental Drive, Suite 210, Newark, Delaware
19713 is expected to'actias Inspector oftElé¢tioiisiand oversee the votmg resulis. S S

.

DL I EERE S L s e ey
What mformanon do need to alrend the Annual Meermg? 1

R I, .
Only shareholders and their proxies may attend the Annual Meetmg As a result you will need an admission
ticket to attend the Annual Meeting. If you are a record shareholder who received a paper copy of this Proxy .
Statement, an admission ticket is included with the mailing and is attached to the proxy card. If you are a street
name shareholder or if you have received your proxy materials electromcally, you may ‘obtain an admission licket
in advance by sending a written request, along with proof of ownershlp, such as a bank or brokerage account
statement or a statement indicating your holdings in an Avaya savings plan or Employee Stock Purchase Plan

113
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account, to our transfer agent, The Bank of New York, at Avaya Shareholder Services, P.O. Box 11033, New York,
New York 10286-1033. :If you arrive at the Annual Meeting without an admission ticket, we will admit you only if
we are able to verify that you are an actual Avaya'shareholder as of the record date of December 19, 2006. . .-
How does the Board recommend that I vote? Tt o

v

Unless you glve other 1nstruct|ons on your proxy card the persons named as proxy holders on the proxy card
willSotein accordance with the recommendanons of the Board. The Board s recommendatron is set forth together

| PP S T O 1T THi T Y B
) wrth the descnptton of each iem in lhlS Proxy v Statement. In summary, the Board recornmends avote!

. FOR the Drrectors Proposal No. 1 for the election of the nomrnated Directors, as set forth on page II 6
. of th1s Proxy Statement, . . . , ) .

e FOR the Directors’ Proposal No. 2 for the ratification of the appomtment of PrtcewaterhouseCoopers
 LLPasour mdependent registered public accounting f1rm for the fiscal year endlng September 30,
2007 as set forth on page 1I-8 of th1s Proxy Statement o Do .

{

L}

¢, FOR the Directors’ Proposal No. 3 for the approval of an amendment to the Avaya Inc. 2004 Long .
2 i n'mTerm Incentrve Plan}as set-forthion page Il 9.0f this Proxnytatement and. iy

AGAINST the shareholder proposal as set forth on page 11-15 of this Proxy Statement. .

At the date this Proxy Statement went to press, the Board had no knowledge of any business other than that
described in this Proxy Statement that would be presented for consideration at the Annual Meeting, Ifany other
business should properly come before the Annual Meeting, or any. adjournment thereof the proxy holders will vote
on such matters as recommended by the Board or if no recommendanon is'given, in ‘their own discretion in the
best interests of Avaya. : Lo L !

Proxy Materials

Who will bear the expense "of sollcmng proxres" 7 . ) R o " L
Avaya wrll bear the cost of soliciting proxies in the form enclosed In addition to the solrcrtanon by mail,

proxies may be solicited personally or by telephone, facsimile or electronic transmission by our employees and

by a thrrd—party proxy, ‘solicitation company. We have engaged Georgeson Inc 17 State Street, New York New

York 10004, toqassmt in the solicitation ofprox1es at an ‘estimated fee of $12, 000 plus dlsbursemcnts We may also

reimburse brokers holding Common Stock in their names orin the names of therr nommees for their expenses m

sendmg proxy materrals 1o, the beneﬁcral owners of Common Stock o

Lo ERER

What |f mult|ple shareholders share the same address" ’

/ In accordance wrth notices prevrously sent 1o e11g1ble record shareholders who. share -a §ingle address, we are
sendmg onty one annual report and proxy statement to that address unless we received instructions to the contrary

from any:record shareholder at that addressh This practice, known.as “householding,” is designed to reduce our -
printing and postage costs. However, upon written or oral request; we will deliver promptly a separate copy of the
annual report and proxy statement to a record shareholder who has been householded. Such requests can be made,
by contacting our transfer agent, The Bank of New York, at 1-866-22-AVAYA (or 1-866-222- -8292) or by writing
to The Bank of New.York at:Avaya Shareholder Services, P.O. Box 11033, New. York, New York 10286-1033.! If
you are a record shareholder and would like for your proxy materials to be householded, you can contact our .- «
transfer agent at the number and address in the preceding sentence and request information on how to participate
in householding for future annual meetings. In addition, if you aré 4 record ‘shareholder who no longer wishés to
participate in householding, you can use the above-referenced telephone number and address to'notify Avaya that

1.

you wish toreceive a separate annual report-and proxy statement for future annual meetmgs b A

vy .. , A

Tt

If you are a street name shareholder and own your shares through a broker or other nommee you can
request to partrcrpate 1n householdmg, or alternatrvely can request separate copres of the annual report and proxy
statement, by contactrng your broker of nommee "

. - C. :|| ] .
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Is there any information that | should know about future annual meetings?
Shareholder Proposals

Any shareholder who intends to present a pro‘posal' at the 2008 Annual Meeting of Shareholders (the “2008
Annual Meeting™) must send the proposal via standard mail, overnight delivery or other courier service, to the
Office of the Corporate Secretary at 211 Mt. Airy Road, Room 3C429 Baskmg erge New Jersey 07920 so that it

i1s received: . S T Vot \ . IR

‘ . 1 .on or before Aug,ust 23 2007 if the proposal is submttted pursuant to Rule l4a-8 under the Securtttes '

Exchange ‘Act'of 1934 for mclusron in our proxy 1 materrals for the 2008 Annua] Meettng, or

Jl;n. v Coae
w1, ® . ofi or after December.Z-, 2007-and on-or before January I 2008, if the proposal is submttted pursuant .
to Avaya’s by-laws, in which case we are not required to include the proposal in our proxy materials.
[n order to be consrdered at the 2008 Annual Meettng, any proposal submttted must comply wrth the

requtrements set forth i in Avaya s by -laws. ) C . . _ '

Electronic Access to Proxy Maferrals andAnnuaI Reports . . L S N

This Proxy, Statement and Avaya s 2006 Annual Report are bemg made avallable on Avaya s lnvestor .
Relations website at http: //mvestors avaya.com. All shareho]ders (record and street name) can save Avaya'the . ©"
cost of prmtmg and matlmg these dociiments by visiting Avaya 5 Investor Relations website and fo]lowmg
the instructions on how to sign up for electronic delivery of shareholder materials. [1'addition, if youarea
record shareholder who is voting by telephone or over the [nternet, you may choose this option'by following the
instructions provided: Moreover, if you are a street name shareholder, you may refer to the information provided..
by the institution that holds your.shares and follow that institution’s instructions on how to elect to'view future ..
proxy statements and annual reports over the Internet. - ot e

Where can I find voting results for the Annual Meeting? < ' .77 - ..o e vt L e el

We will announce preliminary voting results at the conclusion of the meeting and publish final results in our
Quarterly Report on Form 10-Q filed with the U.8. Securities and Exchange Commission (“SEC”) for the second
quarter of fiscal year 2007, We will also post the final results on the [nvestor Relations website, locatéd at

htip: //mvestors avaya.com as soon as practicable after the results have been certrf’ ed by our proxy tabulator
1

Where can I find out more information about Avaya? S el

L e ‘I .0 AR
Avaya maintains a corporate website at www.avaya.com, and you can find additional information about . ..
Avaya through the Investor Relations website, located at http:/investors.avaya.com. Visitors to the Investor . -
Relations website can view and print copies of Avaya’s SEC filings, including periodic and current reports on f
Forms I0 K, 10-Q and 8-K, as soon as reasonably practicable after those ftlmgs are made with the SEC. Copres
of the charters for each of our standing committees (Audit Committee, Compensatlon Committee, Finance
Committee and Governance Committee), Avaya's Corporate Governance Guidelines and Avaya’s Code of Conduct
Operating With Integrity, are all available through the Investor Relations website. Altermtlvely, our shareholders,
and other interested parties may obtain, without charge, copies of all of these documents by writing to Investor
Relations at the Company's headquarters. Please note that the mformatlon contained on Avaya s websrtes is ot

incorporated by reference in, or considered to be a part of, this document.’
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Proxy Materials

L. PROPOSALS : . o

PROPOSAL -1

[ - A
! ST Directors’ Proposal to Elect Directors

P

Our Board of Directors is currently comprised of thirteen members divided into three classes — Class 1, -
Class 2 and Class 3, with each class serving for a full three-year term. Messrs. Landy, Leslie and Terracciano and
Dr. Stanzione are each Class 3 Directors who are nominees for election at the Annual Meeting. If elected by our
shareholders, they will serve until our 2010 annual meeting. The Class T Directors will be COnSldeer for re-
election at our 2008 annual meetmg and the Class 2 Directors will be considered for re- electlon at our 2009 annual
meeting. - : : - o S

Directors will be elected by the affirmative vote of a blurality of the votes cést at the Annual Meeting by the
shares represented in person or by proxy and entitled to vote for the election of Directors. However, under our
Corporate Governance Guidelines, in an uncontested clection, any nominee for Director who receives a greater
number of votes “withheld” from his or her election than votes “for” his or her election is required to tender
his or her resignation for consideration by the Governance Committee and the Board following certification
of the sharcholder vote. See “Corporate Governance and Related Matters — Certain Corporate Governance o
Policies - Majomy Voting Po‘l;::.); for more mformauon '

Py i s s 0 < e e e, A A et 114 2 e
A ’Ambrosnovand-r’l"hurk were-each appomtcd to.the Board effective November 2,2006 a5.Class 2w oo

and Class. | Directors, respectively.: Donald K. Peterson,‘our former Chairman, was a Class 3 Director. Effective
September 30, 2006, Mr. Peterson stepped down from that position and thercfore has not been nominated to stand
for re-election to the Board.

Information with Respect to Nominees and Continuing Directors CE

The following table sets forth information as to pcrsons who serve as our Directors.

L B TR

Name - ’ . ‘ “ é_gf " Position L Board.Class 'T‘erm_Expires &
Philip A. Odeen PR LT Chalrman of the Board and Lead Director o 2008
Bruce R.Bond . ........ 60 Director 2 2009

~ Louis J. D’Ambrosio. . ... 42" Director, President and Chief Executive Officer 2 2009
Frank J. Fan211h J...v... 50 Director ' 2 2009
Joseph P.Landy ;... :%%+ 45+ Director 3 2007
Mark Leslic ........... 60 Director 3 © 2007
Hellene S: Runtagh ... 258" Director ' 1 2008
Daniel C; Slanzmne . 61 "Director 3 2007
Paula Slern ............ 61" Director . I 2008
Anthony P. Terracciano .. = 68 Director o 3 2007
Michael C. Thurk ....... 33 . IDlrector and ChlefOperatmg Ofﬁcer o 2008
Richard F. Wallman ..... 55 Director, - ' 1 2008
Ronald L. Zarrella.”..... 57 Director 2 2009

Nominees for election and re-election at this Annual Meeting (Class 3)

Joseph P. Landy — Mr. Landy has been a Director of Avaya since January 2003, Mr, Landy has been a
managing member of Warburg Pincus LLC since October 2002 and has been co-president of Warburg Pincus LLC
since April 2002. From September 2000 to April 2002, Mr. Landy served as an executive managing director of
Warburg Pincus LLC. Mr. Landy has been with Warburg Pincus LLC since 1985. Mr. Landy was first appointed
to Avaya’s Board in January 2003 after being nominated for election to our Board by the Warburg Pincus Entities
in connection with the transactions described under “Corporate Governance and Related Matters—Certain
Relationships and Related Party Transactions—Warburg Pincus Entities.”” On the Board’s own motion, Mr. Landy
has been nominated for re-election at the Annual Meeting.
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Mark Leslie — Mr. Leslie has been a Director of Avayasince July 2001. Since February 2001, Mr. Leslie has

been the Managing Director of Leslie Ventures, a private investment company. He 1s also an adjunct professor at
Stanford Graduate School of Business. ‘Mr. Leslie was Chairman of the Board of Veritas Software Corporation
(“Veritas™) from April 1997 until December 2001. Mr. Leslie is also a director of Network Appliance, Inc.

Daniel C. Stanzione — Dr. Stanzione was re-appointed by the Board as a Director of Avaya in August 2006.
He previously served as a Director of Avaya from September 2000 until February 2006 when he resigned for
personal reasons. Dr. Stanzione is President Emeritus of Bell Laboratories, wheré.he began his career in 1972. Dr.
Stanzione is also a Director of.Quest Diagnostics, Incorporated and InterNAP Network Services Corporation..

Anthony P. Terracciano — Mr. Terracciano has been a Director of Avaya since Februéry 2003. Mr.
Terracciano served on the board of directors of American Water Works Coripany Inc. from 1997, and held the
position‘of Vice Chairman of that company from 1998, until its acquisition by Thames Water in January 2003,

From July 2000 to January 2002, he'was chairman of Dime Bancorp, and he has previously held executive
positions with Riggs Bank, First Union Corporation, First Fidelity Bancorporation, Mellon Bank Corp. and Chase

Manhattan Bank.. Mr. Terracciano previously, served as a Director of Avaya'as d'nominee of the Warburg Pincus "'

Entities, but he resigned as a Director effective December 19,2002 in connection with transactions discussed
under “Corporate Governance and Related Matters — Certain Relationships and Related Party Transactions.”
On the Board’s own motion, Mr. Terracciano was subsequently re-elected to the Board in February 2003 with no
affiliation to the Warburg Pincus Entities. Mr. Terracciano is also a Director of IKON Office Solutions, Inc. and
Knoll, Inc. ' ' T

Dlrectors wnth Terms Explnng in 2008 (Class 1)

Philip A. Odeen — Mr. Odeen has been a Director of Avaya since October 20{)2 Effective October 1,
2006, he was appomted the Non-executive Chairman of the Board. He also currently serves as the Board’s Lead
Director. Mr Odeen was prev1ously Acting Chief Executive Officer of QmenQ North America, a subsidiary of
UK-based QmetlQ Holdings Limited, a provider of defense technology and security so]utlons from October 2005

‘until June 2006. Mr. Odeen was the non-executive Chairman of The Reynolds and Reynolds Company (* ‘Reynolds

and Reynolds™) from July 2004 until its sale to Universal Computcr Systems Holdmg, Inc. in October 2006 and
was previously the acting Chief Executive Officer of Reynolds and Reynolds from July 2004 to January 2005. Mr.
Odeen served as Chairman of TRW, Inc. (“TRW”) from February 2002 until its acquisition by Northrop Grumman
Corporation it December 2002. :Mr. Odéen was Executive Vice President of Washington Operations of TRW
from 2000 to 2002. Mr. Odeen is also a Director of The AES Corporation, Convergys Corporation and Northrop
Grumman Corporation.

Hellene S. Runtagh — Ms. Runtagh has been a Director of Avaya since February 2003, Ms. Runtagh served
as President and Chief Executive Officer of the Berwind Group (“Berwind™) from 2001 to 2002. Prior to joining
Berwind, Ms. Runtagh was Executive Vice President of Universal Studios from 1999 to 2001. Ms. Runtagh is also
a Director of meoln Electric Holdmgs Inc. and Neustar Inc.

FPaula Stcrn — Dr. Stern has been a Director of Avaya since December 2002. Dr. Stern has been
Chairwoman of The Stern Group, Inc., a Washmgton D.C-based economic analySIS and international business
and trade adv1sory firm, since 1988. Dr. Stern has held several high-level governmcnt posmons dealmg with
international frade and foreign policy, including commissioner and chairwoman of the U. S Internatlonal Trade
Commission. Dr Stern is also a Dlrector of Avon Products, Inc. and Hasbro Inc.

Michael C. Thurk — Mr. Thurk has been a Director of Avaya since November 2006 and has been our
Chief Operating Officer since July 2006., He was previously our Senior Vice President and President, Global
Cominunications Solunons from November 2005 until July 2006. From October 2004 until November 2005,
Mr. Thurk was our Group Vice President, “Global Communications Solutions. Mr. Thurk was our Group Vice
President, Enterprlse Communications Group from August 2002 until September 2004. Mr. Thurk was our Group
Vice President, Systems from January 2002 until July 2002. From June 1998 until December 2001, Mr. Thurk
held various positions at Telefonakticbolaget LM Ericsson including President, Ericsson Datacom Inc. and Vice
President, Division Data Backbone and Optical Networks.
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n Richard F. Wallman — Mr.-Wallmanhas been a Director,of Avayaisince December 2003. Mr. Waliman
served.as Senior Vice President-and Chief Financial Officer of Honeywell International Inc..(and its predecessor
AlliedSignal Inc.) from.1995 to July 2003+ Mr. Wallman is also a Director of Ariba, Inc. ExpressJet Holdings...
Inc., Hayes Lemmerz International,:Inc. and Lear:Corporation: .+~ - e - 5 ey -

gy R |

Directors with Terms Exprrmg in 2009 (Class 2)

it e A
""r-" L R R FLY S JEE T
Bruce R. Bond — Mr. Bond has been a Director of Avaya since February 2003. Mr. Bond-is a retired - «, .. -
executive with 23 years of expericnce in the Bell System and telecommunications industry. . Mr. Bond serves as a
Trustee of Black Rock Investments

! a7 - K
T i e

Louis J, DAmbro.sto —Mr D’Ambrosro has been a Drreetor of Avaya-since November 2006 and has been our
President and Chief Executive Officer since July 2006. Mr. D’Ambrosio was previously our Senior Vice President
and President, Global Sales and Marketing from November 2005 until July 2006. From January 2004 until . .-
November 2005, Mr. D’Ambrosio was our Group Vice President, Global Sales, Channels and Marketing. From
December 2002 until December 2003, Mr. D’Ambrosio was our Group Vice President, Avaya Global Services.

Prior to December 2002, Mr, D’Ambrosio served in a number of executive.positions with International Business .

Machines Corporation, including most recently as Vice President of Worldwide Sales and Marketmg——Software
Business. L b AT e i et e e

Frémk J. Farizilli — Mr. Fanzilli has been a Director of Avaya since August 2006. M Fanzilli has beehi™
a director of Interwoven, Inc. since July 2002 and has served as its non-executive chairman since March 2006.
Previously, he spent eighteen years at Credit Suisse First Boston where he most recently, served as the global ; ch1ef
information officer and a managing director until his retirement in Aprll 2002, Mr! Fanzill is also a Directof of
CommVault Systems, Inc.: T T S L T R .._.n VI eanie Y P I :
‘ Ronald L. Zairella — Mr Zarrella has been a Drrector of Avaya smce February 2002 Since November '
2001, Mr, Zarrella has been Charrman ‘and Chief Executlve Ofﬁeer of Bausch & Lomb Incorporated Prior to that,
he spent seven years ‘with General Motors Corporation where‘ from ]998 through 2001 he was Executlve Vlce

Presrdent and Pres1dcnt of General Motors North Amenca - ‘ 4

ot Lo oune ERRTELEY e, ".-.'rr"'n“- O
’ . . , t . 1-,'-‘ , L L VI TR .
.THE BOARD OF,DIRECTORS UNAN[MOUSLY RECOMMENDS THATrYOU VOTE JL !
THE ELECTION OF MESSRS. LANDY, LESLIE AND TERRACCIANO AND.DR. STANZIONE.

D M L} - T
PR LT P .y LT ot PR I TR IR R I I R re
.

\ PROPOSAL 2
oo - v I ! : AT
s Dtreetors Proposal for the Ratification of the Seleetlon of the lndependent Registered ;.. .. -
e T L, [ I PublchccountmgFlrm e e oo Yy g oS e

S e Tl
The Board of Directors is asking shareholders to consider and act upon a proposal to rat1fy the Audit

Committee’s sclectron of PrrcewaterhouseCoopers LLP (“PwC”) as the Company s mdependent regrstered

publlc aceountmg firm' for the frscal year endmg September 30, 2007. PwC was our mdependent reglstered

public accountmg ﬁrm for the" f' scil § year ended September 30, 2006 and has audrted our consolrdaled f1nanc1al

statements since we became ‘a publtcly tradcd company in September 2000, For’ additionat information regardmg

services provided to the Company by PwC; please sce “Corporate Governance and Related Matters-Audii

1 M t

Committee Information.” | ..., < - - _ . ’ . vt

ot 0 L

Although current law rules and regu]atrons as well as the Charter of the Audtt Commrttee requlre Avaya 5
1ndependent regrstered publlc accountmg firm to be engaged and supervrsed by the Audlt Commlttee the Board
is submrttmg the selectton of PwC folr rattflcatlon by shareholders as A matter of good corporate practlce ln ,‘
the event of a negative vote on thrs proposal the Audit Commrttee will reconsrder its selectron of the external !
auditor and may conclude that it i§ in the best mterests of Avaya to retam PwC for the current fiscal year Even

r A

Y i \ * - oo a |n!’
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if the appointment is ratified, the Audit Committee, in its discretion, may direct the appointment of a different -
independent registered public accounting firm at any time during the year if the Audit Commlttee determines that
such a change would be in the best interests of Avaya and its sharcholders ‘

Representatives of PwC are expected to be present at the Annual Meetmg and wnll have the opportunity to
make a statement if they desire to do so. 1t is also expected that those represenlatwes will be avallable to respond
to appropriate questions. ' A : )

iy THE BOARD OF DIRECTORS UNANIMOUSLY RECOMMENDS THAT YOU VOTE
EQ_ THE PROPOSAL TO RATIFY THE SELECTION OF PWC AS THE COMPANY’S INDEPENDENT

-REGISTERED PUBLIC ACCOUNT]NG FIRM FOR FISCAL 2007

e oo L PROPOSAL-3 .
o Directors’ Proposil to’Approve an Amendient to the Avaya Inc. 2004 Long Term Incentive Plan
Background i ' ' o b . _ ' L : | .

The Board of Dlrectors 15 askmg shareholders to approve an amendment to the Avaya lnc 2004 Long Term .
Incentive Plan (the “Plan”) to increase the number of shares available for awards under the Plan by 26 miilion. - .
shares. No other amendments to the Plan are being proposed. This amendment to the Plan was approved by the
Board on November 2, 2006 and will become effective upon receipt of the approval of Avaya’s sharcholders at the.
Annual Meeting. [n the event that the required vote of the shareholders to approve the amendment to the Plan is .,

not obtained, the amendment to the Plan will not become effective.and the Company will continue to make grants:
of awards pursuant to the.terms of the Plan as currently in effect and subject to applicable law.

The following i is a summary of the prmc:lpal provisions of the Plan as it exists and a brief description of the .
proposed amendment. The full 1ext of the Plan as amended has been filed electronically with ‘the SEC as an exhibit
to this Proxy Statement. o oL . o

Proposed Amendment -~ . - . . : oy .

At this time, sharcholders are being asked to approve an amendmerit t6 the Plan to authorize an additionat 26
million shares for issuance in connection with awards made to eligible participants. The Company believes that
additional shares are required to support the continuation of the Plan through its termination date of October 1,
2013. For information regarding shares currently available for issuance under the Plan, please see “—New Plan .,
Benefits” below. All other terms and conditions of the Plan will remain unchanged. Set forth below are certain of
the material terms and features of the Plan. ‘

Administration v - . . : ety

The Plan is administered by the Compensation Committee,

Term . - ' '

The térm of the Plan is the penod beginning February 26 2004 (the date the Plan was approved by our
shareholders) and ending on October 1,2013.-
Eligibility

The Compensation Committee may select (i) executive officers and other employees actively employed by

Avaya or its subsidiaries and (ii) Non-employee Directors to receive awards under the Plan. As of September 30,
2006, approximately 18,500 officers, employees and Non-employee Directors were eligible to participate in the Plan.
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Awards - : . .

The Plan provides for the grant of options, stock appreciation rights, festricted stock awards, stock retainers
for Non-employce Directors, performance awards dividend equivalents and other stock unit awards as such terms
are defined in the Plan. ; : :

Shares Available as Originally Approved by Sharcholders

As originally approved by shareholders and as currently in effect, the Plan has available 29 million shares for
issuance in connection with awards made to cligible participants (subject to adjustment as provided below). Any
shares granted as options (gther than options with an exercise price of less than the fair market value'of a share ~
of Common Stock on the date of grant) or stock appreciation rights are counted against this limit as one share for
cvery one share granted. Any shares granted as awards other than options or stock appreciation rights are counted
against this limit as one and thirty-five hundredths (1.35) of a share for every otie share granted; provided that
for each option granted with an exercise price of less than the fair market value of a share of Common Stock on
the date of grant, the number of full shares representing the aggregate value of the discount on the date of grant
are counted against this limit as one and thifty-five hundredths (1.35) of a share for every one share granted. If
any shares of our Common Stock are subject to an award, including an award under any of the predecessor plans
that were incorporated into the Plan (the “Prior Plans™) that was made prior to and remains outstanding as of the
effective date of the Plan, that is forfeited, settled in cash, expires, or is otherwise terminated without the issuance
of shares of cur Common Stock, the shares of our Common Stock subject to that award will again be available
for grant under the Plan if no participant has received any benefits of ownership in respect of those shares. In

..addition, the- numbcr of shares available for awards under the Plan will be increased by (i) the number of shares that

the"Company repurchascsm thie’ open'markct orotherwiséiwith:proceedsireceived from option exercises, (ii) shares
that are tendered or withheld to pay the exercise price or purchase' price of an dwardror to-settictax:withholding . . *. -5

or other obligations arising in connection with an award and (iii) shares of Common Stock that are not otherwise
issued pursuant to an award, in each case including with respect to awards made under any of the Prior Plans prior
to and remammb outstanding as of the cffcctlvc date of the Plan

s ot

Any shares of our Common Stock issued under the P]an 1nclud1n;_., in connection with substllute awards '
may consist, in whole or in part, of authorized and unissued shares of our Common Stock, shares purchased in the
open market or otherwise, treasury shares, or any combination of the foregoing as the Board or the Compensation
Committee may from time to time determine.

In the event of any merger, reorganization, consolidation, recapitalization, stock dividend, stock split, reverse
stock split, spin-off or other similar transaction or other change in corporate structure-affecting the shares of our
Common Stock, an adjustment will be made in the aggregate number, class and kind of shares of our Common:
Stock or other. consideration which may be delivered under the Plan, in the number, class, kind and option or -
cxercise price of shares of our Common Stock subject to outstanding awards; and in the number, class and kind of
shares of our Common Stock subject to awards granted under the Plan, as might be determined to be appropriate
by the Compensation Committee, in its sole discretion; provided that the number of shares of our Commeon Stock
subject to any award will always be a whole number.

' -

The number of shares available for grants under the Plan or to a participant in any fiscal year will not be
reduced by awards granted or shares issucd by the Company through the assumption of, or in substitution or .
exchange for, awards or the right or obligation to make future grants of dwards in COHHCCthﬂ with the acquisition
of another corporation or business entity.
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Options; Stock Appreciation Rights

Options to purchase shares of our Common Stock may be granted uuder the Plan, either alone or in addition
to other awards. Except in the case of substitute awards, the purchase price per share of our Common Stock
purchasable under an option will be determined by our Compensation Committee, in its sole discretion. However,
the purchase price will not be less than seventy-five percent (75%) of the fair market value, as defined in the Plan;
of a share of our Common Stock on the date of the grant of the option. The term of each option will be fixed by
our Compensation Committee in its sole discretion, but no option will be exercisable after the expiration of seven
years from the date of grant. Options will be exercisable at such time or times as determined by our Compensation

Committee at or subsequent to grant. Subject to the other provisions of the Plan and any applicable award
agreemcnt any option may be exercised by the parucnpant in such form or forms, mcludmg, without limitation,
payment by delivery of cash or qharcs of our Common Stock or by any combination of cash or shares of our

Common Stock. . . ,

In its sole dlscreuon our Compensatmn Committee may pravide at the time of gram that the shares of
Common Stock to be issued upon an option’s exercise will be in the form of restricted stock or other similar
securities, or may reserve the right so to provide after the time of grant. Upon termination of ¢émployment, .+~
other than for death, disability or retirement, a participant forfeits all unexercisable options and may exercise .
all exercisable options by the earlier of 90 days following such termination or the original expiration date of the
options, except that, if the termination is the result of some actions initiated by us, the participant may exercise a
portion of the previously unexercisable options within that pertod. Any repricing (as defined under the New York '
Stock Exchange (“NYSE”) listing standards) of options or stock appreciation rights that are granted pursuant to the
terms of the Plan will be subject to the approval of the Company’s sharcholders.

v

. -— =-Steck appreciation rights may be granted to participants either alone.or in addltlon to other awards and may, -

but need-not, relate to a specific-option or other award. Any stock appreciation rights related to an option may -~ -
be granted at the same time such option is granted or at any time thereafter before exercise or expiration of such
option. Our Compensation Committee may impose such conditions or restrictions on the exercise of any stock

appreciation right as it may deem appropriate. To date, no stock apprematlon rights have been grantcd under the
Plan. -. .- .

Performance Shares of Common Stock *

Performance-based eciuit'y awards may be issued to partiéipants for no cash consideration or for such
minimum consideration as may be required by applicable law, either alone or in addition to other awards granted
under the Plan. The performance criteria to be achieved during any performance period under the Plan and
the length of the performance period will be determined by our Compensation Committee upon the grant of
each performance award, but no performance period may be fewer than twelve months or greater than five
years. Performance awards generally will be distributed only after the end of the relevant performance period.
Performance awards may be paid in cash, Common Stock, other property or any combination thereof, in the sole
discretion of our Compensation Committee at the time of payment. Performance awards may be paid in a lump
sum or in: mstallmems followmg the close of the performance period. :

Other Stock Umt Awards

Other awards of shares of Common Stock and other awards that are valued in whole or in part by reference
to, or ar¢ otherwise based on, sharcs of our Common Stock or other property may be granted to part1c1pants either
alone of m addmon to other awards Other stock unit awards may be paid in shares of our Common Stock, other’
securmes cash or any other form of property as the Compensation Committee may determine. Our Compensatlon
Commntee may impose those conditions or restrictions on the exercise of any other stock award as the Committee
may deem appropriate.
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Restricted Shares of Common Stock Coah

' . Restricted stock awards may be issued to participants for no cash consideration or for such minimum
consideration as may be required by applicable law, either alone or in addition to other awards granted under the
Plan. Except as otherwise determined by our Compensation Committee at the time of grant, upon termination of -
employment-for any'reason during the restriction period, all restrrcted stock awards still subject to restriction will.
be forfeited by the partrcrpant and reacquired by us. :

b . . . . ' . . - V . o oo e

Awards to Non-employee Dlrectors . .’ S . oo o : v

,The Plan provrdes that Non- employee Drrectors are eligible to receive awards under the Plan To the extent
deemed approprrate by the Compensatron Committee, awards may be granted to Non- employee Directors upon’
commencement of service on the Board. In addition, Non-employeé Directors are eligible to receive retainer,

awards for continued service on the Board. Retainer awards granted pursuamro the Plan shall be made annually - _ .
eachMarchl. R R - e , .

IR f - ' .\ f L]

Awards to “Covered Employees”

The Plan provides that, if the Compensation Committee determines at the time that an award other than an
optron or stock apprccratron right with an exercise price not less than 100% of the farr market value of a share of
Common Stock on the date of grant, is established for a partrcrpant and such parncrpant is, or may bé as of the end
of the tax’ year in which Avaya would claim a'tax deduction in connectron with such award, a “covered emp]oyee
within the’ meaning of Section 162(m} of the Internal Revenue Code (the “Code”) (i.c., the Chref Executive Officer
or one of Avaya's vice presidents), then the Compensatron Committee shall make the grant of the award subject to
the Company attaining specificd levels of one or any.combination of the following for the relevant performance
period: net.income;‘net cash provided by operating activities; earnings per share from continuing operations;
operating income; TEVEnues; gross margin; return.on.operating assets; return on equity; economic value added;
stock price.appreciation; total shareholder return (measured in terms of stock price appreciation and dividend-
growth); or cost control, of the Company or the subsidiary or division of the Company. for or, within which the -+ .
covered employee is primarily employed. The Compensation Committee will establish these performance goals
within 90 days following the date of commencement of the applicable performance period, or by such earlier time
as is prescribed by Section 162(m) of the Code or the regulations thereunder in order for. the'level to be considered

“pre-established.” The Committee, may, in its discretion, reduce the amount of any award subject to this section
based on such criteria as it determines, rncludrng, but not limited to, individual merit. No participant may
receive in‘any 36- month perrod durmg the term of the Plan begrnnmg with the date the Plan was approved by the
shareholders awards with respect to'more than, in each case in the aggregate (i) 1,500,000 shares of our Common
Stock, (u) S15 million in cash, other securrtres of the Company or other forms of property, or (iii) options or stock

apprecratron rrghrs on more than 5 000 000 shares of our Common Stock

ty ", Lo o . . . ,

ChangemControl AR , o “

The Plan generally provides that unless our Compensatlon Committee determines otherwise at the time of
grant with respect to a particular award, in the event of a “change in control,” (i) any options and stock appreciation
rights outstanding as of the date the change in control is determined to have occurred will become fully exercisable
and vested; (ii) the restrictions and deferral limitations applicable to any restricted stock awards will lapse; (iii)
all performance awards will be considered to bé éarned and payable in full, and any deferral or other restriction
will lapse and such performance awards will be immediately settled or distributed; and (iv) the restrrct10ns and
deferral lrmrrarrons and other conditions applicable to any other stock unit awards or any other awards will lapse,
and such other stock unit awards or other awards will become free of all restrictions, limitations or condmons and
become fully vested and transferable. Please see “Executive Compensation and Other Information — Employment
Contracts and Change in Control Arrangements — Change in Control Arrangements™ for the definition of * ‘change
in control” under the Plan.
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Other Key Provisions B TP DA S

Our Board may amend, alter or discontinue the Plan, but no amendment, alteration, or discontinuation may
be made that would impair rights under an award prevrous]y granted under, the Plan wrthout the consent of an
affected parttcrpant Subject 10 the provrsrons of the Plan and any award agreement the rec1prent of an award
1ncludmg, wrthout limitation, any deferred award may, if 50 determined by our Compensanon Commlttee be '
entrtled to recerve currently or on a deferred basis, mterest or d1v1dends or mterest or dlvrdend equwalents w1th
reSpect to the number of shares of our Common Stock covered by the award and our Compensanon Committeé
may DFOVIde that Such amounts 'if any; will be deemed 16 have been remvested ln addltlona] Shares 0f our, Comrnon

Stock or otherWIse remvested Unless 0therw1se spemﬁed by the Compensatlon “Committee in ihe apphcab]e
awaid agreement an award granted under the Plan tb a partlc!pant may not be’ assrgned othér than by will or lhe
laws of descent and distribution, and during the lifetime of the participant an award can only be exercised by
that participant.or his or her,guardian.or legal representative: However,an option granted-to a Non-employee
Director may be transferred in accordance with rules established by the.Company to one or more of the_Direclor’s
immediate family members, to a partnership of which the only partners are members of that immediate family ..

or to a trust established by the Non.employee Director for the benefit.of one or:more members of that immediate ;.

family. . ' . e, <. :
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The per share closing price of our Commoen Stock on the New York Stock Exchange on December 1, 2006 was

$12 3.
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New Plan Beneﬁts‘ T e el et A A
' oL Lo, ! e P L I N 1 A
Durmg flscal 2006 the followmg equrty awards, were made, under the Plan to the followmg groups;, .4t .,
L e oo v, »r Shares of NN
Restricted Stock Units Common Stock issued in’
. 11+ ~ (Including Performance- + . conpection
Stock Options e Vesting Awards) ' with' Director fees
All named executive officers as a group(1). .. st - 21,530,601 . v -, +,.980,073 .+ ¢ on 0.
All Non-employee Directors asa group (2). ... 2« 10 200y o0 044500 0w 00 T 82 789
All employees, excluding named executive . . -7+ T oL snLter e LI
" officers; -asagroup ...... R T A I Y 4 972 8]3 0 1,883378 v e et bl Ol

R T S S TRV S bl wt RIPURLINE N LA L ILRUNE 1}

g v F

@ For add1t1onal mformatlon regardmg awards made durmg ﬁscal 2006 o the named execuuve ofﬁcers see
' “Executrve Compensatlon and Other Informatlon Summary Compensatron Table i Optron Grants m v l' :
Flscal 2006” and “Long-Term [ncentrve Plans Awards in Frscai 2006 SR .

TR RN | iai RN Fooav oty 'ft'.-’ hl.;b A I

(2} For addmonal mforrnatron regardmg awards made during fiscal 2006 to Non-employee Directors, see -+
“Corporate Governance and Related Matters — Board of Directors’ Compensation.”

As of December‘l, 2006, the following remain outstandirig-under the Plan: ; (i) an aggregate of 51,931,955
options at a weighted average purchase price of $14.27'with a weighted average. remaining life of 4.18 years; (ii)
6,607,732 unvested restricted stock units; and (i) 1,557,815 shares held in deferred compensation accounts. At
issuance, these amounts would increase the total number of shares of our Commeon Stock outstanding, which, as
of December 1, 2006, was 454,086,399 shares. Also as of December 1, 2006, 6,872,968 shares of Common Stock
(subject to adjustment as permitted by the terms of the Plan) remain available for issuance under the Plan through
its October 1, 2013 termination date, without giving effect to the amendment being proposed.

The values shown above for unvested restricted stock units and shares available for issuance under the Plan
as of December 1, 2006 assume that outstanding performance-vesting awards vest based on the achievement of .

100% of target. Assuming those awards were to vest with a payment at the maximum potential payout, the number

of outstanding unvested restricted stock units would be 6,969,474 and the number of shares available for issuance
under the Plan would be 6,384,617, each as of December 1, 2006.
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Federal Income Tax Consequences
General ‘ ' oo . o oo

Avaya believes that, under present law, the followmg are the U.S. fcdcra] income tax conscquenees generally
arising with respect to stock options. The grant of a stock option will create no tax consequences for a participant
or Avaya. Upon exerc1smg a stock option, a participant must recognize ordmary income equal to the difference
between the fair market value of the Common Stock; on the date of exercise angd the exercise price. Avaya will
be entitled to a deduction for the same amount. The treatment to a partlclpant of'a dlsposmon of Common Stock
acqmred through the exercise of a stock option depends on how long the shares were held. Generally, there will be
no tax consequence to Avaya in connection with a dtsposmon of shares of Common Stock acquu’ed under a stock
option.

Similarly, the grant of a stock appreciation right or the grant of a restricted stock unit will create no tax
consequences for a participant or Avaya. Upon the actual receipt of the underlying shares of Common Stock with
respect to either of these awards, the participant must recognize ordinary income equal to the difference between
the fair market vahie of the shares received and the price paid for the shares, if any. Avaya will be entitled to a
deduction for the same amount. The fair market value of the shares that the participant receives will become the
tax basis in those shares for federal income tax purposes. The participant will generally recognize capital gain or
loss upon the sale as measured by the difference between the sales price and the participant’s basis in the shares.’

Section 4094 of the Code'

To the extent that any payments or benefits provided under the Plan are considered deferred compensation sub-
ject to Section 409A of the Code, Avaya intends for the Plan to comply with the standards for nonqualified deferred
compensation established by Section 409A, which we refer to as the 409A Standards. To the extent that any terms
of the Plan would subject participants 6 gross income inclusion, interest or an additional tax pursuant to Section
4094, those terms are to that extent superseded by the 409A Standards.

Certain Limitations on Deductibility of Compensation

In accordance with Section 162(m) of the Code; the deductibitity for federal corporate tax purposes of .
compensation paid to certain individual executive officers of the Company in excess of $1 million in any year may
be restricted, subject to certain exceptions. One exception applies to certain performance-based compensation,
provided that this compensation has been approved by stockholders in a separate vote and certain other requirements
are met, such as equity awards granted under the Plan. The Company believes that it is in the best interests of the
Company’s shareholders to meet the requirements for deductibility of Section 162(m) while still maintaining the

goals of the Company s compensation programs. Accordingly, where it has been deemed necessary and in the best
interests of the Company to continue to attract and retain the best possible executive talent, and to motivate such
A executives to achieve the goals inherent in the Company’s business strategy, the Compensation Comrmttee may
approve compensation to executive officers which exceeds the limits of deductibility. : Lo

\ THE BOARD OF DIRECTORS UNANIMOUSLY RECOMMENDS
THAT YOU VOTE FOR THE PROPOSAL TO AMEND THE
AVAYA INC. 2004 LONG TERM INCENTIVE PLAN.
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PROPOSAL - 4
Shareholder Propaosal on Executive Compensatlon

A shareholder has advised the Company that he intends to present the followmg resolution at the Annual
Meetmg In accordance with the applicable proxy statement regulations, the proposed resolution and supportmg
statement are set forth verbatim below. ‘The Board and the Company accept no respon51b1hty for the contents of the

proposed resoluuon or the supporting statement. Approval of this proposal would require the affirmative vote of
a majority of the shares of Avaya common stock votmg on the proposal in person or by proxy at the Annual Meetrng

The Company will provrde the name and address of the proponent of the shareholder proposal and the number
of shares the proponent holds promptly upon oral or written request for such information. Requests may be sent
to the Corporate Secretary, Avaya Inc., 211 Mount Airy Road; Room 3C429,:Basking Ridge, New Jersey 07920, or
submitted by calling (908) 953-6000.

' . . '

Shareholder Proposal .
! " NP i J 1 N . :

Resolved The shareholders of Avaya Inc. (“Company”) request rhat the Board of Drrectors Compensation

Committee establish a pay-for-superior-performance standard in the Company’s executive compensation plan for

senior executives (“Plan™), that incorporates the following principles: - - ot

I.  The performance critéria of the annual incentive component of the Plan should be benchmarked against
peer group financial performance, and provide that no annual bonus shall be awarded unless the
Company exceeds the median or mean performance of the selected group of peer compames

2. - The ﬁnancral and/or stock price performance criteria of the long -term equity compensation component
of the Plan should be benchmarked against peer group performance, and any options, restricted
shares, or other equity compensation used should be structured so compensation is received only when
Company performance exceeds the median or mean performance of the peer group companies;

3. Company disctosure documents should allow shareholders to monitor the correlatlon between pay and
) performance established in the Plan c e '

Supporting Statement Submitted by the Shareholder Proponent .-

.

In a well-conceived exécutive compensatlon plan, there is a close correlatron between the pay and corporate
performance. The Company has stated that executive compensation for senior executives should promote value for
its shareholders.

We believe that the failure to tie executive compensation to superior corporate performance has fueled
the escalation of executive compensation and detracted from the goal of enhancing long-term corporate value. -
According to The Corporate Library’s annual CEO Pay Surveys, the median increase in CEQ total compensation

for S&P 500 companies from 2004 to 2005 was 3. 66%, from 2003 to 2004 was 30.15%, and from 2002 to 2003 was
22.18%.

. . +

We believe pay-for-average-performance and escalating executive compensation result from two common and
related executive compensation practices. .

Flrst Senior executive total compensation levels are targeted at peer group median levels instead of above
those levels. Second, the performance criteria in the incentive compensation pornons of the plans, which typlcally
deliver the vast _majority of total compensation, are calibrated to deliver a significant portion of the targeted amotint
without adequate benchmarks "This comblnanon marries less than demandmg performance crlterla with gcnerous
total compensanon targets. :

R . g o - AN * oo
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We believe the Company fails to promote the pay-forlsupefior-performance principle. Company share price
declined 13.95% between the end of 2002 and the end of 2005. During this perlod compensation for CEO Donald
K. Peterson mcreased 103. 43% (not mcludmg the value of stock options) and 121 04% (including the va!ue of stock
Opthl‘lS) . e Lo Ty, . . I . L oo,

by e

_ This Proposal offers a stra1ghtforward solutlon The Compensatmn Commlttee should estabhsh and drsclose
meanmgful performance crltena on which to base annual and long-term mcentlve senlor executlve compensanon '
and then set and drsclose performance benchmarks to provrde for awards or payouts only when the Company ('
exceeds peer group performance We believe that only a plan to'reward superior corporate performance will help
moderate. executive compensation and focus senior executives on building sustainable long-term corporate value.

fa . P I - .
o N ) v NN PR I o) e oo .. ' t

Your Company’s Statement in Opposition to the Shareholder Proposal . Y L L B T
After careful consideration, the Board believes that this proposal is not in threI best mterests of Avaya or 1ts v

shareholdérs. First, we believe that the Company appropriately benchmarks executive compensatlon Second, we

believe that the Compensation Committee requires flexibility to assign different performance meitics to different

types of compensation. Third, we believe the proposal fails to consider the many factors relevant to evaluating

the Company’s performance along with the performance reported by peer companies, Finally, we believe that -

implementation of the proposal would severely limit the Compensation Committee’s flexibility to establisha .-

compensation program reasonably designed to attract, motivate and retain executive officers.
’ . P RS L " . B ooy, .

Avaya Benchmarks Executivé Compensation =+ v i o omeepolr Do G
T S L SR VS S Lt St PO TR L]
As set forth in the Compensation Committee’s Report on Executive Compensation of this Proxy Statement
(see “Executive.Compensation and Other Information —'Report on Executive Compensation™}, the.Company .

emphasizes a pay for performance philosophy, and the Compensation Committee already benchmarks . 1
compensation against a'relevant peer group of companics. - +'- » © toedec L Ca Ly s e e

[T TR B

For ﬁscal 2006 the’ peer group of companies was comprlsed of Affiliated Computer Serv1ces Inc Bearing
Point, Inc.; CA, Inc. (formerly Computer Associates International, Inc.), DST Systems; Inc.; EMC Corporation,
Fiserv, Inc., IKON Office Solutions, Inc., Intuit Inc., Level 3 Communications; Inc., NCR Corporation, Nortel
Networks Corporation, Pitney Bowes Inc., Symantec Corporation and Unisys Corporation. In relation to the Peer
Group, Avaya is between the median and 75" percentile in terms of revenue$ and below the 25™ percentile in terms*.
of market capllallzatlon In addltlon to benchmarkmg agamst lhlS peer group, the Compensatlon Commlttee )
evaluates executwe compensatlon by revrewmg natlonal surveys that cover a broader group of compames

Different Metrics Apply to D.ﬁerenr Forms of Compensanon ' Lo '; .

In addition to.using external benchmarks; the Compensation Committee also considers different performance
metrics for different types of compensation. For-example, in the case of annual incentive compensation; the . = s~
Committee measures performance based on specific:annual targéts for revenue growth, operating income and-cash -
flow. *Thé Committee does not believe that'a'meastire’based on pérformance against-a peer group'of cormpanies”
is suitable for short-term incentives because sharcholder value tends to accumulate over time and a single year’s
performance may incorporate yolatil_iiry_rllrat.is not,re_ﬂected in ,Iong_-:tgr_m; returns to sbarlehol_ders..‘ ,

]
* A
P

On the other hand, the Compensation Committee does believe that a measure-ofitotal shareholder return. -
compared with a peer group of companies may be appropriate for certain long;term incentives. Accordmgly, in
ﬁsca] 2007 the Compensatlon Commrttee has modlfled the metrlcs on whrch the vestmg of grants of performance- B
vestmg restncted stock unit awards are based Prevrous awarcls of performance-vestmg restricted stock units
made by the Company provide for vestmg if certam earnmgs per. share targets are achleved over a three-year
period. See, for example, “Executive Compensatlon and Other Information — Long-Term Incentwe Plans - Awards
in Fiscal 2006.” However, vesting of awards of performance-vesting restricted stock units made in fiscal 2007 is
based on the achieverment of certain total shareholder return metrics over a three-year period as compared with a
peer group of companies consisting of the S&P 500 Information Technology Index.

[1-16!
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Performance may not be Comparable

The Compensation Committee also believes that mere mathematical averages may not be sufficient to
ascertain performance versus a peer group.. Each company reports financial information differently, based on its
own experiences during the fiscal year. Extraordinary or non-recurring items incurred by one company may cause
financial performance to appear better or worse than it actually is compared to that of another company. Limiting
the recelpt of cash or equity compensation on]y to those situations where performance exceeds the median or mean

performance of a selected group of peer companies s arbrtrary and may result in situations where executives are
unnecessarrly penallzed rather than rewarded, for their efforts or vice versa, In fiscal 2007, ‘the Compensatron
Commitiee has chosen 10 apply total shareholdcr return to a portion of long-term compensation and to use an index
rather than’ comprhng companies in a peer group inasmuch'as the Company has no true comparables but the index
best captures the industry in which the Company operates.

The Compensanon Commmee Acnvely E ercises its Responsibility for Es!abhshmg Executive Ofﬁcer
Compensanon

B

The Compensation Committee is responsible for discharging the Board’s responsibilities relating to the -
compensation of executive officers and analyzes each element of compensatron separately—whether salary,
benefits or long- or short-term mcentrves—as ‘well as in the aggregate as part of a totat compensation package.

. Total compensation must be competitive to attract the best talent to Avaya, motivate employees to perform
at their highest levels, reward outstanding achievement and retain those Jindividuals ‘with the leadership abilities
and skills necessary for growmg the Company. The Compensation Committee has demonstrated its willingness to
adapt its compensatron programs, having first introduced performance- -vesting restricted stock unrts in fiscal 2003
and now adoptmg a total shareholder return measure in fiscal 2007. The proposal, on the other hand, would apply
a one-size-fits-all approach to all components of iricentive compensation and would deprrve the Compensation
Committee.of the flexibility it needs and has demonstrated that it will apply to determine what are the appropriate
metrics to be applied to each of the various elements of executive compensation.

Conclusion ' o A . _

In the hrghly-competmve teleccommunications technology industry, the Board belleves that Avaya s current
short-and long- -term compensatron programs work well in motrvatmg, attracting and’ retammg talent, 1nclud1ng
executive officers. The Board bel:eves that it is in the best mterests of shareholders to’ provrde the Company with
the flexrbrllty and discretion to use ‘performance-baséd and other incentive compensation tools as appropriate
based on the circumstances and information available at the time. For these reasons, thé Board believes that
the adoption of the sharcholder proposal is both unneccssary and detnmental to the long-term interests of the
Company’s sharcholders. . r . s oL

o, n ., . Y o v PR . Ly

SR 1) BO'AR'D OF DIRECTORS UNANIMOUSLY RECOMMENDS A VOTE
AGAINST THIS PROPOSAL FOR THE REASONS DISCUSSED ABOVE.'
.> . +PROXIES SOLICITED BY THE BOARD OF DIRECTORS WILL BE VOTED
- AGAINST THIS PROPOSAL UNLESS A SHAREHOLDER INDICATES
. . OTHERWISE IN VOTING THE PROXY S
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I1. CORPORATE GOVERNANCE AND RELATED MATTERS .

- et 1 . S e I
R CERTAIN CORPORATE GOVERNANCE POLlCIES

et LN o (L LU TR A i . s ' N . . A

Corporate Governance Guidelines - N P S e

The Board of Directors has adopted the Corporate Governance Gu1dellnes (the “Gu1de11ne5”), which prov1de
a framework for Avaya § corporate governance 1mt1at1ves and cover toplcs mcludmg, but not 11m1ted to, Board and
commlttee composmon D1rector compensatlon and Director tenure The Governance Commlttee of the Board
is respons1ble for overseeing and i rev1ew1ng the Guldelmes and reportlng and recommendlng to the Board any
changes o the Guidelines.

r : N
1 A HEATON . =

The Guidelines provide that a majority of the members of the Board must meet the erltena for mdependence
as required by applicable law and NYSE listing ‘standards. No Direétor quahfles as 1ndependent unless the Board
determines that the Director has no direct or indirect material relationship with the Company. In makmg its
determination, the Board applies the following standards, in addition to any other relevant facts and circumstances:

Ny

. A Drrector who is an employee or whose 1mmed1ate family member is an executlve officer of thé *
Company, is'not mdependent until threé years after the end of such employment relatlonship

e A D1rector ‘who recewes ot whose 1mmed1ate famrly member recewes more than $100 000 per year in__
' drrect compensanon from the Company, other than Director and cornmlttee fees and pension or other
"forms of deferred compensatlon for pr1or service (provided such compensanon is not contmgent in~ .

. any way on continued service), generally is not mdependent unttl three years ‘after lie or she ceases to

recelve more than $100 000 per year in such compensatlon . . . _

oA D1rector who.is affiliated with or employed by, or whose 1mmedlate family member is affihated .
with or employed in a professional capacity by, a present or:former internal or. external auditor of the .-
Company is not independent until three years after the end of either the affiliation or the employment or
audltmg relationship. o

.r

e A DIIECIOI‘ who is employed or whose lmmedrate famlly member is employed as an executlve
officer of another company where any of the Company 5 present ‘executives sérves on that company s,
Icompensanon commlttee is not 1ndependent unt:l three years after the end of such serv1ce or the
employment relatlonsh1p T :

N . R by .
¢ - A Director who is an executive ofﬁcer or an employee or whose 1mmed1ate family member isan v~ i
executive officer, of another company that makes payments to, or receives payment from-the Company
for property or services in an amount which, in any single fiscal year, exceeds the greater of $1 million
or two percent (2%) of such other, company s consolidated gross revenues, Jin each case is not independent
until three years after fallmg below such threshold Lo i

i

¢ A Difector who is, or whose 1mmed1ate famlly member 18, an offrcer drrector or trustee of a not-for-
profit organization that received contributions from the Company during the organization’s most recent
fiscal year equal to or greater.than the lesser of $50,000.and"one percent of the organization’s total
annual donations is not independent.

Using the independence standards identified above and considering any other relevant facts and
circumstances, the Board has determined that each of Mr. Bond, Mr. Fanzilli, Mr. Landy, Mr. Leslie, Mr. Odeen,
Ms. Runtagh, Dr. Stanzione, Dr. Stern, Mr. Terracciano, Mr. Wallman and Mr. Zarrella is independent.

+
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Code of Conduct PR

Avaya’s Code of Conduct, Operating with Integrity, is designed to help Directors and employees worldwide
to resolve ethical issues-in an increasingly complex global business environment,, The Code of Conduct applies -
to all Directors and employees, including the Chief Executive Officer (“CEO”), the Chief Financial Officer, the ..
Corporate Controller and any other employee with any-responsibility for the preparation and filing of documents
with the SEC. The Code of Conduct covers a.variety of topics, Vinclu'ding_-those-required to be addressed:by .., . ¢
the SEC and-the NYSE., Topics covered include, but are not.limited to, conflicts of interest, confidentiality of .

information and compliance with applicable laws and regulations. Directors.and employees of the Company - .
receive periodic training on Avaya’s Code of Conduct:. The Code of Conduct is available at-Avaya's.Investor + .
Relattons website located at http:/investors.avaya, com. Avaya may post amendments to or wawers of the
provisions of the Code of Conduct madé with respect to any of our Dlrectors and excciitive offi cers on that website.
During fiscal 2006, no amendments to or wawers ‘of the provisions of the Code of Conduct were made w1th respect
to any of our Directors or executive ofﬁcers ' ' R

v I P LA S B S b HVTUREEE A A s S
Majority Voting Policy Tt e e e e

In May 2006, the Board approved an amendment to the Corporate Governance Guldellnes to adopt a majorlty
voting policy. Pursuant to this pollcy, inan uncontested elecnon of dlrectors any nommee who receives a )
greater number of votes ¢ w1thheld” than votes “for” hls or her electlon will, promptly followmg the certification
of the shareholder vote, tender his or her wrltten resrgnatlon 1o the Board for’ conSIderanon by the Governance
Committée.” The Governance Committee will consider the resrgnat_lon and W|ll make a recommendatlon tothe
Board concernmg whether to accept or IEJECI it. a R ot

In determlmng its recommendatlon to the Board the Governance Commntee w111 consxder all factors it .
deems relevant, which may include:

LI
[

e the stated reason or reasons why shareholders “withheld” votes for the Director;
* the length of servrce “and quahfrcatlons of the' D1rector (mcludmg, for example whether the DITGCI’OI'
serves on 'the Audit Commlttee of the Board as an “audtt commlttee f1nanc1a1 expert”),

. N P A . 1 1

' the D1rector 3 contrlbutlons to the Company, and ) e .o

o the current ‘mix of skllls and attnbutes of the Dlrectors on the Board ) - S S

In dec1d1ng upon the appropriate course of actron the Board will consider the mformanon factors and -
alternatives considered by the Governance Committee and any additional information that.the Board considers
relevant. The Board will act on the Governance Committee’s recommendation not later than ninety (90) days
following the date of the shareholders’ meeting at which the election occurred. Promptly following the Board’s
decision, the Company will disclose that decision, including an explanatlon of the process by which the decision
was reached and, if applicable, the reasons for rejecting the tendered resigndtion, in a'Current Report on Form 8-K
to be filed wrth the SEC.

e oy ous

In advance of their normnatlons for election and re-election at the Annual Meeting, each of the Dlrector
nominees srgned a resrgnatlon to be submxtted for consrderatlon by the Governance Commlttee and the Board .
upon the condmon that he receives a greater number of votes “withheld” than votes “for” hlS elect1on at the Annua]

Meeting. Any such re51gnatron w111 be effectlve only if accepted by the Board

LI (- L

EqurtyGrantPollcy.v - _ . Lot L ) : .

In May 2006, the Compensatlon Committee approved equrty grant pract1ces in the form of the Avaya
Inc. Equity Grant Policy. Please see “Executive Compensanon and Other lnformatlon — Report on Executwe '
Compensatlon for more 1nformat10n : st v o

. i D N L T
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Related Party Transaction Policy o

In May 2006, the Board'approved Avaya’s Procedures for the Review, Approval and Ratification of Related
Party Transactions (the “Procedures™). Under the Procedures, Directors and executive’ officers of the Company
are required to notify the Company of the existence or potential existence of a related party transaction; as defined
by SEC rules. Directors-are required to notify the Chairman of the Board, unless the Chairman is the affected
Director, in which case he or'she is required to notify the Lead Director. Since the positions of Chairman and Lead
Director are currently filled by the same person, the Chairman of the Governance Committee must be notified in
the event that the Chairman and Lead Director is the affected Director. Executive officers are required to notify '
the CEQ, unless the CEO is the affected executive, in which case he or she is required to notify the Chairman.

Under the Procedures the CEO Chalrman Lead D:rector or the Chalrman of the Governance Commlttee '
as applicable, mugt conduct a prehmmary inquiry mto the facts relatmg to any existing or potential related.party |,

transaction. If, based upon that i mqulry and the advice of legal counsel, the CEO “Chairman, Lead Director or
Chairman of the Governance Committee, as applicable, believes that an actual of potential related party transaction
exists, then he or she is required to notify the entire Governance Committee. -

*

The Governance Committee is required to conduct a full inquiry into the facts and circumstances concerning
the transaction and to determine the approprlate actions, if any, for the Company to take. The Governance
Committee also has the discretion to recommend the matter to the ful] Board for consideration and decision. 1f
the Governance Commltlee does not approve a transacnon that is brought before it, then the matter automat:cally
is forwarded to the full Board for review and con51derat10n Any Director who is the subject of an existing
or potential related party transaction will not participate in the decision- making process of the Governance
Committee or the full Boarcl as applicable, relalmg to what actions, if any, shall be taken by the Company in light
of that transaction. . : Pt .

Director Common Stock Ownership Requirements

In May, 2006, the Board approved and established gu1delmes requiring Common Stock ownershlp for all
of our Non- employee Directors. Each Non- employee Director is required 1o own Avaya Common Stock that
is equivalent to at least five times his or her current annual retainer within five years of the later of the date of
adoption of these Common Stock ownership guidelines or the date his or her Board service began. Included in the
calculation to determine whether or not an individual has met the ownership levels contained in the gmdelmes are,
among other things, shares owned outright and up to fifty percent (50%) of the unrealized stock optien gain on
vested unexercised in:the-money stock options held by that individual. Stock ownership guidelines also have been
established for our executive officers. See “Execiitive Compensatlon and Other lnformauon—Report on Executive
Compensauon” for more information. o )

'CERTAIN RELATIONSHIPS AND RELATED PARTY TRANSACTIONS

Warburg Pincus Entities

On October 2, 2000, the Company sold to Warburg P'incus Equity‘Partners L.P. and eertain affiliated investment
funds (the “Warburg Pmcus Entities”) four million shares of the Company’s Series B convertible participating preferred
stock and warrants to purchase Common Stock for an aggregate purchase price of $400 million. In the October 2000
transaction, the Warburg Pincus Entities also obtained the ‘right to nominate a Director to Avaya’s Board.

In March 2002, the Company and the Warburg Pincus Entities completed a series of transactions pursuant
to which the Warburg Pincus Entities (i) converted al! four million shares of the Series B preferred stock into
Common Stock based on a reduced conversion price, (ii) exercised some of their warrants and (iii) purchased
additional shares of Common Stock in a pnvate offering. Following the transactions described above, the Warburg
Pincus Entities owned 53,000,000 shares of our Common Stock and continued to hold warrants to purchase
additional shares of our Common Stock. The Warburg Pincus Entities retained the right to nominate a Dircctor

1120




to Avaya’s Board of Directors, as long as that Director was independent of the Warburg Pincus Entities and was
reasonably acceptable to our Board of Directors. In April 2002, the Warburg Pincus Entities exercised that
contractual right and, accordingly, Mr. Terracciano was appointed to Avaya's Board as their nominee.

On December 23, 2002, Avaya and the Warburg Pincus Entities commenced an exchange offer to purchase
approximately 70% of our then outstanding Liquid Yield Option Notes (“LYONs™") due 2021 (the “Exchange
Offer”) (LYONS is a trademark of Merrill Lynch & Co., Inc.). In consideration of the Warburg Pincus Entities’
participation in the Exchange Offer (i) we reduced the per share exercise price of certain warrants héld by them,
(ii).the Warburg Pincus Entities exercised for cash a portion of those warrants to purchase an aggregate of 5,581,101
shares of Common Stock and (iii) the Warburg Pincus Entities agreed to convert all LYONs acquired by them into
an aggregate of 1,588,548 shares of our Common Stock.

Mr. Terracciano resngned from the Board effective December 19, 2002 , prior to the decision of the Board of

Directors to proceed with the Exchange Offer. Mr. Terracciano may be entitled to.indemnification by affiliates

of the Warburg Pincus Entitics against certain liabilities that he might have incurred as a result of serving as a
Director of Avaya prior to that resignation. Under the agreement we entered into with the Warburg Pincus Entities
in connection with the Exchange Offer, the Warburg Pincus Entities retained the right to nominate one individual
for election to our Board as long as the Warburg Pincus Entmes mamtam beneficial ownershtp of a minimum
number of shares of our Common Stock, and that individual may be afﬁhated with the Warburg Pincus Entities. In
January 2003, Mr. Landy was appomted to the Board as their nominee.

‘In February 2003 the Board of Dlrectors on its own motion and independent of his prior nomination by the
Warburg Pincus Entities, appointed Mr, Terracciane as a Director, Mr. Terracc1ano has no afﬁllatlon w1th the
Warburg Pincus Entities. :

In October 2003, the Warburg Pincus Entmes dlsposed of 25,000, 000 shares of our Common Stock
- accordlng to an amendment to its Schedule 13D filed with the SEC.

In October 2004, 1,143,564 warrants held by the Warburg Pincus Entities ekpifed pursuént to their terms,

In August and September 2005, the Warburg Pincus Entities. dlstrlbuted to their pariners an aggregate of
24,999,998 shares of our Common Stock according (o two amendments to its Schedule 13D filed with the SEC.

In October 2005, 5,379,732 warrants held by the Warburg Pincus Entities expired pursuant to their terms.
In addition, the Warburg Pincus Entities (1) exercised the remaining warrants held by them, resulting in their
acquisition of 5,236,861 shares of Common Stock and (i) advised the Company that they had dtstnbuted to their
partners an aggregate of 15,299,993 shares of Common Stock. . .

_ In September 2006, the Warburg Pincus Entities advised the Company that they sold 156,529 shares of
our Common Stock in the open market. As a result of the foregoing, as of October 2, 2006, the Warburg Pincus
Entities ceased owning any shares of our Common Stock, based upon pubhc filings and 1nformat1on provided to us
by these entities. :

Other Relationships and Related Party Transactions

As previously disclosed, in 2004, Gyro Graphic Communications, Inc. and its affiliates (“Gyro™) were
selected to provide certain services regarding marketing events and demand generation activities related to the
launch of various Avaya products. Avaya continued to obtain services from Gyro for similar events and activities
during 2006. Garry K. McGuire, Jr,, the President of Gyro USA, a division of Gyro, is the son of Garry K.
McGuire, Avaya’s Chief Financial Officer. In June 2005, Daniel Peterson, the son of Avaya’s former Chairman
and Chief Executive Officer, Donald K. Peterson, became employed by Gyro. During fiscal 2006; Avaya paid
Gyro approximately $5.5 million for its services. The terms, including pricing, on which- Avaya did business with -
Gyro during fiscal 2006 were compatible ovérall with those-on which Avaya obtained similar services from other
vendors. ..~ - : < ‘
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. ,.. BOARD OF DIRECTORS’ MEETINGS AND COMMITTEES. : ., .-

Qur Board of Dlrectors held a total ‘of fourteen meeungs durmg the f' scal year ended September 30 '2006.
All individuals whi were otir Direcfors during fiscal 2006 attended seventy—flve percent (75%) or more of the
meetings of;the Board and'meetings of committees of the Board on which they served during fiscal 2006, except
for Dr. Stanzione and Mr. Fanzilli. With respect to Dr. Stanzione, he was a Director of Avaya at the start of .
the fiscal year, but he did not attend any meetings.of the Board or the.Committees on which he served afterhe . ..
announced in December. 2005 that, for personal reasons, he would not stand for re-election at the 2006 Annual- - -
Meeting. After-being reappointed to the Board in August 2006, Dr. Stanzione attended all Board and cemmiittee* > = -
meetings for which his presence was required through the end of fiscal 2006. With respect to Mr. Fanzrllt his -
appointment to the Board was not effective until August 2006: Mr.. D'Ambrosio and Mr. Thurk did not join the
Board untll Noyember 2006 and asa result, did not parncrpate n Board meetmgs during ﬁscal 2006 as Dlrectors

~

As a general matter, Board members are expected to attend Avaya s annual meetings. At Avaya ] 2006 P
Annual Meeting, all members-of the- Board and nominees for election to the Board were present, except for one..
Director. ,..." + S ot i P B AT et

The chart below identifics the members of each of the commlttees of ihe Board together with the numbér of

' L)
meetings held by each of these commlttees durmg ﬁscal 2006 '

7o ' .+ Strategy

Audtl Compensatiun‘ .Fi‘nn‘n'ce- Governance |and Integration
! Lo ’ N R B oo L bt Tt ¢ .
Number of Meetings. . . .. .. s 11 9 . -3 b 5. 1 3
Name of Director: (1) i :
o
Philip A.Odeenf:........... S A < R I B R
[ B * N Lt L [ ' 1 . .
BruceR.Bond................... [ [ [
Louis J. D'’Ambrosio (2) . .......... ' 1
: 'y s - Y R B THEY |
Frank J. Fanzilli(3)............... B [
A : - . —" <
JosephP.Landy (4) .............. T a a e o
] ' e .
MarkLeslle..-.'.: ....... AP L -
‘ RN e " FOELRTN PR » U
HelleneS Runtagh ............... [ v | . B .
» »
Daniel C. Stanzione (5). . ...... T N T v a
R - Ly '.' Ny A J " (IR " | '
PalaStern .ol ' R B ]
T T a BRI SE e et ! v YT ot - @
AnthonyP Terraccrano@ .......... [ ] ) Qa .. B,
Michael C. Thurk (2). . ... ... .. ...
™ Lo . Ty e 5 [
Richard F. Wal]man. ............ ) -
: , - " —a - .
RonaldL Zarrella ..... TR Pt @ - e, PR

K e . .
4 i FER A N L ! 1 el

t = Non-éxecutive Charrman of the Board and’ Lead Dlrector

- Commmee Member B Chalrperson B - Audit Commlttee F1nanc1a1 Expert

. . . r P r} ' ‘

(l) : During ﬁsca\ 2006 Donald K. Peterson our former Chairman of the Board and Chref Executrve Ofﬁcer
served as Chairman of the Finance Committee. He ceased holding that position effective September 30,
2006, when he retired as a member of the Board.
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(2) Messrs. D’Ambrosio and Thurk were each appointed as members of the Board effecuve November 2, 2006
and did not serve on any of the Committees during fiscal 2006. - :

(3) Mr. Fanzilli became a member of the Board effective’ August 3, 2006. He was appointed to the Audit "
Committee effective September 1, 2006 and the Governance Committee effective November 2, 2006,

4 Mr. Landy was appomted Chalrman of the Fmance Commtttee effectwe November 2 2006

. o
' n W R r.'l'_r Wb !

{5) Dr Stanznone served on the Audlt Committee and the Governance Committee.during fiscal 2006 prior to
February-2006, at which time he resigned from the Board for personal reasons. After rejoining the-Board. -

effective August 3, 2006, Dr. Stanzione was appomted to the Compensatlon Committee effective November -

2,2006.. ... - - W e T

vt e e s AL N L oo

Standing Committees ‘ P R

The four standing committees of the Board of Directors are the Audit Committee, the Compensation «-
Committee, the Ftnance Commtttee and the Govemance Committee, wh1ch in addmon to 1ts other functtons acts
P it ' et J .o 1] ‘d '
asa nommatmg commlttee ! i

s . oy . - [ P
ot T L e ok ' et [ T S N i . PRI A

AudttCommtiiee e e A N .o

The Audit Commtttee Charter requrres that the Audit Commtttee be comprised of at least three members all
of whom are Non- employee Dlrectors and at least one who' meets the criteria of “audit commlttee fmanetal expert ?
as defined by SEC rules. ‘The Board has determined that Messs. Terracmano and Wallman aré audit commmee
financial experts under SEC rules. All members of the Audit Committee meét the mdependenee réquirements”
of, and have been deemed “financially literate” under, the NYSE rules. Although Mr, Wallman currently serves
on the audit commmee of more than three publtc compames other than Avaya, the Board has determined that his
simultaneous serv1ce on ‘those other compames audit commtttees does not 1mpatr his' ablltty to effeettvcly serve
as a member of Avay s Audit Committee. The Board based iis decision ifi part upon the Governance Commtttee s
assessment of Mr. Wallman as highly effective in carrying out his role as chairman'of the' Audit Committee.

The Audit Committee has sole and dll‘ect authonty to engage appomt evaluate, compensale and replace
the independent auditors and it reviews and ; approves in advance all audn atdit-related and non-audit, services |
performed by the mdependent audttors (to the extent those servnces are permttted by SEC, rules and regulanons)
The Audit Committee meets with our management regularly 1o consider the adequaey of our mternal eontrols and”’
financial reporting process and the reliability of our finanéial reports 1o the’ pubhc This committéé also meefs” *
with the independent auditors and with our own financial personnel and internal auditors regarding these matters.
Both the independent auditors and the internal auditors have unrestricted access to.this committee.: The Audit -,
Committee examines the independence and performance of our internal auditors.and ‘our independent auditors. In ;.
addition, among its other responsibilities, the Audit Committee reviews our critical accounting policies, our annual
and quarterly reports on Forms 10-K and 10-Q and our earnings. releases before they are published. See “—Audit,
Committee Informanonf—Report of Audit Committee” for more information. .~ . o A et
T : L ‘ Lot L ot ]

Compen.satton Commtttee "

P % ' I C P e
The Compensatron Commtttee Charter Tequires that the committee be compnsed of at least three members,
all of whom are Non-employee Directors. All members of the Compensation Commtttee meet the tndependenee

requirements of the NYSE. . - R T S LT noLoe

The Compensation’ Cominittee provtdes oversrght and gutdance in the development of compensanon and
benefit programs for all employees of the’ Company and admtmsters management meemtve compensauon plans.
The Comperisation Committee reviews the individual goals And objecttves of, and évaluatés'the performance”
of, the CEQ, and it sets the CEQ’s compensation based on that evaluation. .The Compensation Committee .
also establishes the compensation of officers and reviews the compensation of Directors. The Compensation
Committee is responsible for reviewing and approving separation packages and severance benefits for the CEO
and the CEO’s directreports. . In addition, the Compensation Committee administers certain of the Company’s
compensation plans, including the Avaya Inc. Short Term Incentive Plan and the Avaya Inc. 2004 Long Term .,

r
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Incentive Plan, The Committee may delegate (where legally permissible) authority to perform any of the
responsibilities outlined in its charter where desirable to facilitate the operation or administration of any of the
Company’s compensation and benefits plans or programs.

To assist it in performing its duties, the Compensation Committee has sole authority to retain, at the
Company’s expense, and ferminate any compensation consultant. The Compensation Committee utilizes the
services of a compensation consuliant to obtain benchmarking information, survey data and other relevant
information and recommendations regarding executive compensation issues. For examptle, at the Compensation
Committee’s request,the compensation consultant will review recommendations made by the Company
regarding executive compensation matters; assist the Compensation Committee in its understanding of peer
group compensation and help formulate certain governance palicies (e.g., executive officer stock ownership

guidelines). See “Executive Compensation and Other Information — Report on Executive Compensation” for
more information.

Finance Committee . ' ‘ o

The Finance Committee Charter states that any Director may be a member of the Fin.aillce Committee. The
Finance Committee’s primary duties and responsibilities are to assist the Board with respect to Avaya’s financial
condition and capital structure and other significant financial matters. Among other things, the Finance Committee
discusses with management, and advises and makes recommendations to the Board where appropriate with respect
to, Avaya’s cash position and capital structure and the issuance, reservation, purchase, reclassification, listing
or other changes in Av'aya’s capital stock and other securities. In addition, the Finance Committee reviews the
investment policies and practices of the Company.

Governance Committee

The Governance Committee Charter requires that the Governance Committee be compriéed of at least
three members, all of whom are Non-employee Directors. All members of the Governance Committee meet the
independence requirements of the NYSE. '

The Governance Committee makes recommendations to our Board of Directors from time to time as to
matters of corporate govérnance. Among other things, this committee monitors significant developments in the
regulation and practice of corporate governance, it reviews the Company’s governance structure, it evaluates and
administers the Company’s Corporate Governance Guidelines and it reviews the duties and responsibilities of each
Director and leads the Bda_rd in its anpual performance evaluati'c_)h.' . '

The Governance Committee is also responsible for recommending to our full Board nominees for election as
Directors. To fulfill this role, the Governance Committee reviews.the.composition of the full Board to determine
the qualifications and areas of expertise needed to further enhance the composition of the Board and works with
management in attracting candidates with those qualifications.” Among other things, when assessing a candidate’s
qualifications, the Governance Committee considers: the number.of other boards on which the candidate serves,
including public and private company boards as well as not-for-profit boards; other business and professional
commitments of the candidate; the need for the Board to have certain skills and experience; and the diversity, in
the broadest sense, of the Directors then comprising the Board. In addition, Directors are expected to be able to
exercise their best business judgment when acting on behalf of the Company and its shareholders while relying on
the honesty and integrity of the Company’s senior management and its outside advisors and auditors. Moreover,
Directors are expected to act ethically at all times and adhere to the applicable provisions of Avaya’s Code of
Conduct, Operating with Integrity. The Governance Committee considers all of these qualities when determining
whether or not to recommend a candidate for Director. The Governance Committee also utilizes the services of
external search firms to help identify candidates for Director who meet the qualifications outlined above. '

One of the nominees for re-election at the Annual Meeting, Mr. Leslie, has advised the Governance
Committee and the Board that he received a “Wells Notice™ that the SEC may commence a civil enforcement
action against him in connection with his previous services while an employee of Veritas in 2000 and 2001.-Under
the SEC’s rules, Mr. Leslie is permitted to make a “Wells Submission” in which he seeks to persuade the SEC »
that no such action should be commenced. Mr, Leslie has informed the Governance Committee and the Board
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that he has made such a submission. Veritas (now Symantec Corporation) has reported that it is in the process

of negotiating a settlement of the SEC’s investigation of that company with respect to the matter. The relevant
transactlons predated Mr. Leslie’s tenure as a Director of the Company, and the SEC’s mqmry is not directed at,
and does not concern, the Company or any other member of the Board or management While the Governance
Committee determmed that this matter was not material with respect, to the Company, it did consider Mr. Leslie’s
disclosures when making its recommendation t6 the Board to nominate him for re- electlon at the Annual Meeting.

The Governance Committee considers qualified candidates for Director suggested by our sharehoiders
Shareholders may suggest qualified ‘candidates for Director by writing to our Corporate Secretary at 211 Mt.

Arry Road, Room 3C429, Baskmg Ridge, New Jersey 07920. Submissions that are received that meet the cntena

outlined in the immediately preceding paragraph are forwarded to the Chalrman of the Governance, Commtttee for
further rev1ew and consideration: . Y e, “._t Vo

., . . . Lo .

SpeclalCommlttee ‘ e, .o e e - e

It addition to the four standing committees, the Board has created -a special Strategy and Integration -
Committee to assist it in connection with the management changes announced by the Company during fiscal
2006. The members of this special committee are Mr. Leslie (Charrman) Ms Runtagh Dr. Stanzwne and Mr.
Tcrracc1ano

Executive Sessions

*: Non-employee; or non-management, -Directors meet regularly in executive sessions without management.
They may include Directors, if any, who are not “independent” by. virtue of the existence of a material relationship
with the Company. Executive sessions are led by the “Lead Director,” An executive session is held in conjunction

~with' each regularly scheduled Board meetlng and other sessions may be called by the’ Lead Drrector in his or her
own d1scretlon or at the request of the Board M. Odeen has been demgnated as the Lead Dlrector and has served
in that capacity since February 2003 and, effcctwe October 1, 2006 Mr Odeen was elected the Non-executive
Chairman of the Board. In addition to executive sessrons of the Board each of the Audit, Compensanon and’
Governance Comm1ttees conducts an executlve sessron as part of each regular]y scheduled meetmg that it holds,

e

AP

Director Education , _
Avaya is C()l’l’lmltled o ensuring that its Directors remain mformed regarding corporate governance 1n1tlat1ves

and developing best practices. Avaya encourages its Directors to participate in director education programs

and reimburses its Directors for the costs of semmars and training classes related to their service as members of

Avaya’s Board. ) Do . R : L

Contacting the Board of Directors T !

" Any of our shareholders or interested parties who desire 10 contact Avaya’s Chairman and Lead Director,
Non-employee Directors as a group or the other members of the Board of Directors may do so electronically by
sending an email to the following address: bdofdlrectors@avaya com, Alternatively, our sharcholders or interested
partles may contact the Chairman and Lead Director or the other' members of the Board by writing to: Board of
Directors, Avaya Inc., 211 Mt. Airy Road, Room 3C429, Basktng Ridge, New Jersey 07920, Communications
received electronically or in writing are distriButed to the Chairman and Lead Director or thé othér members of
the Board as appropriate depending on the facts and circumstances outlined in the communication received. For
example, communications regarding accounting, internal accounting controls and auditing matters generally will
be forwarded to the Chairman of the Audit Committee. : N : }

v 7 i 0 ’
.o
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. ... .+ -, +BOARDOF DIRECTORS’ COMPENSATION... - : TS

Upon becommg a member of Avaya s Board, each’ new Non-employee Diréctor recetves an maugural grant
of restricted stock ! unlts having a total value on the date of grant of $50,000. The restricted stock units vést six
months followmg the daté of grant and are placed in that Director’s deferred share account undet the Company s,
Défetred Compensatlon Plan. Assummg they have vested the underlymg shares of Common Stock are distributed

to that Director upon retifement from the Board. I T

e )

.

Annual retainers are pald on March 1 of the respecnve fiscal year For fiscal 2006, all Non—employee
Directors received an annual retainer of $100,000 other than Mr. Fanzilli and Dr. Stanzione, who recewed prorated
amounts because they _|01ned the Board mid-year. The chairman of the Audit Committee received an‘additional
annual retainer of $20,000. The chairman of cach of the Compensatlon and Governance Committee received'an’
additional annual retainer of $10,000. Mr. Peterson did not receive a retainer for his service as Chairman of the '
Finance Committee in flscal 2006 because employee Directors are not eligible to receive any remuneration for

serving on the Board or any of its committees. Directors (other than Mr. Peterson) also received the foltowmg e e
additional retainers for service on Board committees: . .. e Ly :

caudit T T SIS L s10000 0
+ Compensation. . . . .. E S DU $ 5,000

0 B IATICE .« o v v e e e e e e e e e $ 2,500

€ GOVETTIATICE . « + e v v e s se e e e et e e e e e e et e aa e e e - §5,000 .

.Directors'do not receive separate meeting fees."Members of the special Strategy and Integration:Committee
recelved fees of $30,000 for service on that committee, except for its chairman, who received $35 000 A

Dlrectors are requtred to elect to Teceive at Ieast flfty percent (50%) of their retainers in our Common Stock
cither to be dlstrlbuted at the time of payment of their retamers or to be.placed in thelr deferred share accounts
under the Company s Deferred Compensatlon Pian. Any remalmng amounts may be patd in cash, but inno event
is the cash pa1d permltted to exceed 50% of the annual retamer Directors also can elect to defer all or a portlon of
their cash retainers under our Deferred Compensatlon Plan The mterest rate on cash deferrals is determined by
the Board. The Board has determined that the interest rate to be applled at the end of each fiscal quarter to each
deferred cash account is 120% of the average 10-year U.S. Treasury note rate for the previous calendar quarter. No,
cash dividends accrue with respect to deferred shares. i

“Our Non-e_rnployee Directors receiy_ed'ihe folllowi'n'g‘ co!rnp'e_ns.at_i‘on:du.ring fiscal 2006

o K T : .FeesEarned. - FéesEarnedPaid = * AllOther - -+ ' "
Paid in Cash in Commeon Stock Compensation . .- 'Total .
Name (1) ' 2 (8) 3 )4

Philip A. Odeen{3) . ................. 46,000 69,000 oo — . 115,000

BruceR.Bond ............. ... 58,766 . 58734 - 117,500
Frank.l Fanznll|(6) et .. R 31241 81 247“ . 67 . : 112,561

Joseph P. Landy e 7T 107 493 Co.— .. 107,500

Mark Leslle. R PR S ....... R 69 018 . 75982 — 145,000
Hellene S. Runtagh. . ..o conoeee.nsy . 12,516 _'.- oo 72,484 — .. 145,000

Daniel C. Stanzione(7} ... . ... o v : .c Lo I . - 87524 . . 1,774 .. 89,309
TPaula STErn . oo vv oo, L O, 500.~ . 57500 0 . — 115,000

Anthony P. Terraccianos... . ... .ooovviw, ., v 024 157,476_. e, 3,044 ‘ 160,544

Richard F. Wallman . ................ — o 137,500 o — . 137,500

Ronald L. Zarrella. .................. 52,500 52,500 — 105,000
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(1) Messrs. D’Ambrosio and Thurk were each appointed as members of the Board effective November 2, 2006.
+ ‘Under. Avaya’s Corporate Governance Guidelines, Messrs. D’Ambrosio and Thurk are ineligible to receive
+ - compensation-for their service as members of the Board or any ofiits committees because they are employees

1.7 -of the Company. i-- . -~ « 27 1. A AR N 2
(2) lncludes cash payments in lieu of recetpt of fracttonal shares of Common Stock.

(3) Represents interest on_amounts held in deferred compensatlon accounts

T R ‘L U . (W) PR 2 a T
(4) Amounts for Mr. Fanzilli-and Dr. Stanzione are prorated based on their Board service for a portion of fiscal
2006.

rf"' ! [ ' 1 "'ll -7 . Tt -

(5} Non-executive Chalrman of the Board- and Lead Dlrector S T
(6) Mr. Fanzilli was appointed to the Board ‘effective August 3 2006 e '
(7)  Dr. Stanzione served on the Board during ﬁscal 2006 through February 2006, when, for personal reasons,

he decided not to stand for re-election to the Board Dr Stanzmne was re- appomted to the Board i in August

2006, " !

We also provide our Non-employee Directors with travel accident insurance when traveling in connection
with Avaya-related business. Directors have an opportunity to participate in the Avaya Product Program for - -
Directors, in which certain Avaya products (specifically, an Avaya 1P Office system for one location with up to
tweénty telephones) and associated maintenance services are provided at no charge. However, the equipment and the
related maintenance is taxable as income to any Director that chooses to participate, and the Company provides a
gross-up for the resu]tmg taxes. " The cost of provrdmg the products and the installation services for each Director
who part1c1pates in the' Avaya Product Program is estimated to be between $3,000 and $5, 000, with maintenance
serices ranging from between $300 and $600 each year dependlng upon the system installed. 'We do not provide
a retirement plan or any other perquisites for our Directors.

In November 2006, the Board of Directors z{mendéd the compensation program for Non-employee Directors
to provide additional annual retainers of $25,000 and $35,000 for each of the Lead Director and Chairman of
the Board, respectively.. Mr. Odeen has served as the Company’s Lead Director since February 2003 and was
appointed Chairman of the ‘Board effective October 1, 2006. In December 2006, the Board of Directors further
amended the compensation program for Non-employee Directors to provide for an additional annual retainer of
$5,000 for the Chairman of the Finance Committee. Previously, only the chairpersons of the Audit, Compensation
and Governance Committees received additionél annual retainers for their service in those roles.

v
[ . -

AUDIT COMMITTEE INFORMATION

- The followmg “Report of the Audit Committee™ does not constitute soliciting material and shall not be’
deemed filed or mcorporated by reference by any general statement incorporating this Proxy Statement into any
filing under the Securities Act of 1933, as amended, or under the Securities Exchange Act of 1934, as amended,
exceplt to the extent that Avaya specifically incorporates this information by reference, and shall not otherwise
be deemed filed under such Acts, Mr. Fan21111 was appomted asa member of the Audit Committee effecttve
September 1,2006. "

Report of the Audlt Commlttee

1 .The Audrt Committee acts. under a wrltten charter adopted-and approved by the Board of Drrectors The
Audit Committee oversees Avaya's financial reporting process-on behalf of the Board of Directors. Management
has the primary responsibility for the financial statements and the reportmg process, including the system of
mternal controls e : . - '

In this context the Audit Committee has met and hicld discussions with ranagement and the independent
registered public accounting firm. Management represented to the Audit Committee that Avaya’s consolidated
financial statements were prepared in accordance with generally accepted accounting principles and the
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Proxy Materials

Audit Committee has reviewed and discussed the consolidated financial statements with'management and the
independent registered public accounting firm. The Audit Committee discussed with the independent registered
public:accounting firm matters required to be discussed by Statement on Auditing Standards No. 61, as amended
(Communication with Audit Committees) and PCAOB Auditing Standard No. 2 (An Audit of Internal Control Over

Financial Reporting Performed i in Conjunction with an Audit of Financial Statements).

In addition, the Audit Commmec has discussed with the independent registered public accounting firm the
auditors’ independence from Avaya and its management, including the matters in the written disclosures required
by Independence Standards Board Standard No.-1 (Independence Discussions with Audit Committees).

In reliance on the reviews and discussions referred to above, the Audit Committee recommended to the Board
of Directors, and the Board approved, that the audited financial statements be included in Avaya’s Annual Report

on Form 10-K for the year ended September 30, 2006 for filing with the SEC. .

Audit Committee
: Richard F. Wallman (Chairman} .
Bruce R. Bond  Frank J. Fanzilli Hellene S. Runtagh Paula Stern Anthony P. Terracciano

' ’ ’

Independent Registered Public Accounting F irm Information .. '

Fees for servrces prowded o Avaya by PrrcewarerhouseCoopers LLP

e The followmg table presents ‘fees for professmnal audit's serv1ces ‘rendered by.our mdependent registered

public accounting firm, PwC, for each of fiscal 2006 and fiscal 2005 and fees billed for Gthér services rendered by
PwC for those periods. Additional information regardlng the nature of the services performed is pr0v1ded below in
the table.

Audit and Non-Audit Fees
(Dollars in Thousands)

tr .

Year Ended
September 30,

o ‘ ' : o % of  Y%of -
' ' 2006 -total fees - 2005 total fees

Audit Fees(1). . ... .. DU U AR $6,404 ~ 82.5 ' $7,613 - 87.7
Audit-related Fees{2) .. ... ... i 629 8.1 381 6.6
Tax Fees(3) . ... vv it e 703 9.1 489 5.7
All Other Fees4) ........ e REERE PR 26 .03 — =
Total . ..... U s e . 87,762 1000 $8,683 100.0

() Audit Fees

The aggregate fees billed to Avaya by PwC for fiscal 2006 totaled approximately $6.4 million for the
following services (including in some circumstances, related out-of pocket expenses): professional services
rendered in connection with the audit of Avaya’s financial statements incorporated by reference in Avaya’s
Annual Report on Form 10-K for fiscal 2006, the review of Avaya’s financial statements included in' Avaya’s
Quarterly Reports on Form 10-Q during fiscal 2006, the 2006 audit of effectiveness of internal control over
financial reporting with the objective of obtaining reasonable assurance as to whether effective internal
control over financial reporting was maintained in all material respects, the attestation of management’s
report on the effectiveness of internal control over financial reporting, and services that are normally
provided by the auditor in connection with statutory and regulatory filings or engagements and for audits of
Avaya’s non-U.S. operations.
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The aggregate fees billed to Avaya by PwC for fiscal 2005 totaled approximately $7.6 million for the
following services (including in some crrcumstances related out-of pocket expenses): professional
serv;ces rendered in connection wnh the audn of Avaya s financial statements incorporated by reference |
in Avaya s Annual Report on Form 10- K for fiscal 2005, for the revrew of Avaya’s financial statements
includéd in Avaya s Quarterly Reports on Form 10-Q during flscal 2005, the 2005 audit of effectiveness of
internal control over fmancral reporting with the objective of obtammg reasonable assurance as to whether
effective internal control over financial reporting was maintained in all material respects, the attestanon of
management’s report on the effectiveness of internal control over financial reporting and services that are
normally provided by the auditor in connection with statutory and regulatory filings or engagements and
for audits of Avaya’s non-U.S. operations, including Avaya-Tenovis GmbH & Co.; KG (later renamed Avaya
GmbH & Co., KG} and Spectel ple, and l‘or”a_udits ‘o.f, 1—“.vz.1yz’1:sl _n,on-Ui.S.l operations.

2) Audrr-RelaredFees o o N

The aggregate fees billed 16 Avaya by PwC for assurancé and related services that are reasonably related
to the performance of the audit and revxew of Avaya s fi nancial statements that are not already reported in
clause (1) above totaled approxrmately $629 000 and $58[ 000 for fiscal 2006 and fiscal 2005, respectively.
These services included benef" t plan audns and non U S audlt related servnces

(3) Tax Fees

The aggregate fees billed to Avaya by PwC for professional Services rendered by PwC for tax compliance,
tax advice and tax plannmg totaled approximately $703,000 and $489,000 for fiscal 2006 and fiscal 2005,
respecnve[y These serv1ces mcluded U S and non U S tax advnsory and tax comphance services.

4) All Other Fees L . . ,

Other fees billed to Avaya by PwC for fiscal 2006 totaled approximately $26,000 and included benchmarking
services on human resource practices. There were no other fees billed to Avaya by PwC for products and -
services provided by PwC for fiscal 2005. :

Engagement of the Independent Registered Public Accounting Firm

The Audit Committee has the sole and.direct authority to engage, appomt and replace our lndependent
registered public accounting firm. _ : e

Independent Registered Public Accounting Firm Audit and Non-Audit Services Policy

The engagement of PwC to perform audit services on behalf of the Company or any of its subsidiaries
requires pre-approval from the Audit Committee before PwC is engaged to provide those services. As a result, for
fiscal 2006, the Audit Committee approved all audit services performed by PwC on behalf of the Company and its
subsidiaries.

In aecordancc with its charter, thc Audlt Comm1ttee reviews non-audit services, if any, proposed to be
provided by PwC'to determine whether lhey would be compatible with mamtammg PwC’s independence. The
Audit Commmee has establlshed pollcxes and procedures for. the engagement of PwC to provide non-audit services
which require pre-approval from the Audit Committee before PwC is engaged to provide those services. The Audit
Committee reviews and pre-approves specific categories of non-audit services (that are detailed as to the particular
services) which PwC is to be permitted to provide, which categories do not include any of the prohibited services
set forth under applicable SEC rules and regulations. This review includes an evaluation of the possible impact
of the'provision of such services by PwC on the firm’s independence in performing its audit and audit-related
services. As aresult, for fiscal 2006, the Audit Committee approved all non-audit audit services performed by
PwC on bellqalf of the Company and its subsidia‘ries.
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Proxy Materials

4

lndependem Regr'stéredPﬁblic’Accouming Firm'SeIecrfort for Fiscal 2007 « . ST T Y A

b

PwC has been selected by the Audlt Commrttee to serve as Avaya § mdependent regrstered publrc accounting
firm for the frsea] year ended September 30 2007 We are presentmg a proposal to our shareholders for the
ratlfrcatlon of thelr selectron by the Audrt Commlttee Representatrves of PwC are expected 1o be present at

£ i
the Annual Meetmg 'to friake statement 1f they desrre to do so and to respond 6 appropnate quest1ons from
shareholders See “Prpposal 2—D1rectors Proposal for the Ratrflcatron of the Selectron of Independent Regrstered

I : : %
Public Accountmg Firm.” o .
A B Y I ,.;Ir L llsllt‘ Ter 0 310 B Y N
TR ERTRESAT, IR S! PN ISV L AP Lt es o & 3 MR I PR LA NI SR IR RN

we oy, s SECTION 16(3) BENEFICIAL OWNERSHIP REPORTING COMPLIANCE; il

Section 16{(a) of the Securitie's' Exthange "Act of 1934, as amended, rbcii.nres certaln ‘of 6 our executive ofllcers,

s
MR

~ our Directors and persons who own more than 10% of a registered class of Avaya’s equity securities,to file.initial )

reports of ownershlp and changes in ownershlp with the SEC and the NYSE These executive officers, Drrectors
and shareholders are requrred by SEC regulanons to furmsh s with ¢ coplesr of all Sectron 16(a) forms they

file.' Based solely on a revrew ‘of the coples of such forms furmshed to us and wrrtten representatrons fromlthe
apphcable éxecutive officers'and our Dlrectors all persons subjeot to the reportrng requrrements of Sectlon 16(a)
filed the required reports on a timely basis for the’ flscal year ‘ended September 30,2006, "

o T )
III SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND'MANAGEMENT

The followmg table gwes mformatron about each entrty known tol Avaya 16 be the benef1c1al owner of more
than five percent (5%) of the' outstandmg shates of our Commor Stock a¥ of the dates set forth below basedon
information filed by that entity with the SEC. el }

AP ' RTINS Pal.. i gwnoue. 0.+ . Number of « ‘Percent of
Nameand Address -, =~ .1, . o0 ol o4, Ldnor oo o T e . »:Shares . .. ., Common Stock
Dodge & Cox(1) oot Y one - 57,279,460 - - - 12.68%
555 California Street, 40th Floor . . YA C ‘
San Francisco, California 94104 A R T
ValueAct Capital Management, LP2) 7. ... st Lo e b o 31,1581600077) b 42 6:89%
435 Pacific Avenue, Fourth Floor B R L I L TR IR 1P
San Francisco, California 94133~~~ o000 e
Lord Abbett & Co,, LLC(3)...........ounnt. PR e 26545414 CT587%
90 Hudson Street, 11th-Floor . "+ " v nials foes reieo L 10w R L
" Jersey City, Nequersey 07302 D LT L PR TR L "r"-’ T
UTRFTUTI PR DV PR S I L O R ISR & (O UL N R R L

(1) Represents the number of shares held as of September 30, 2006, accordlng to a Form 13F filed by Dodge
& Cox wrth the SEC on November 8, 2006. Aceordmg to the Eorm 13F Dodge & Cox has (1) sole votrng
authorlty as to 53 711 360 shares of %ur Co’mmon Stock shared votmg authorrty as to 571 800 shares of our”
Common Stock no votmg authorrty as 1o 2, 996 300 shares of our Common Stock and (11) sole’ dlsposrtlve

power as 1o 57 279 460 shares of our Comlmon Stoclg

,(at:all .

Rl

_r.“.. Vo o St i‘,;'r‘-_‘ ' - - -lu

(2)- - Represents the number of shares held as'of September 30, 2006 accordmg to a Forin-13F frled by ValueAct

~Capital Management, L.P. with the SEC on November 14, 2006."-According to.the Form.13F, ValueAct - i t -
Gapital Managemerit, L.P. has sole voting authority-and sole dispositive power as to 31,158,600 shares of ouf:

LCommon Stock. « se i oo L e s e el . ‘-.'a‘lu(f CH o

(3) Represents the number of shares held as of September 30, 2006 accordlng to a Form 13F filed by Lord
Abbett with the SEC on November 14, 2006, According to the Form 13F, Lord Abbett has (i) sole voting
authority as to 25,442,514 shares of our Common Stock, shared voting authority as to 0 shares of our
Common Stock, no voting authority as to 1,102,900 shares of our Common Stock and (ii) sole dispositive
power as to 26,545,414 shares of our Common Stock.
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Set forth in the following table is the beneficial ownership of Common Stock as of the opening of trading on
the NYSE on October 2, 2006 for our Directors, the executive ofﬁcers listed in the Summary Compensation Table
and Directors and exccutive officers as a.group.  + ¢ Coe

[ T I R e
. Percent of
K Outstanding
.o - .+ +~Shares
: o b ) Our Common Stock . Beneficially
Name ‘ o ' Beneficially Owned - o Owned
Louis J. D’Ambrosio. ..........0 ..o, LU 1,112,740(1) .
Pamela F. Craven ............ U . L 1,292,409(1)(2) S
Garry K. McGuire ....:....... TR S 1,751,687(1)@) *
Francis M. Sericco . ... . ... S S LT 846,636(1) *
Michael C. Thurk . . .. .. T - 1,318,883(1) *
BruceR.Bond ...............00...0.., LTI S8 6ss(2) ¥
Frank ). Fanzilli .............. LT T 800 *
JosephP. Landy ....................... e, - 27.917(2)(5) *
Mark Leslie. ... ... R . S 118,218(1)6) *
PhilipA.Odeen ............ ... ... . iiiinn.. . 141,410(1)(2) *
Donald K. Peterson.. .. ....0 ... o0 . ... s s 6 AT 200N NTNE)Y - 14%
Hellene S Runtagh........ L A el a0 '62,180(2) - *
Daniel C. Stanzione .. ..., .............. e e L 3542600 ..
PaulaStern ... ............. e e 59,914(1DQ)O) *
Anthony P. Terracciano . .. .... e eeanen o166 431(1)(2) ¥
Richard F. Wallman ............ e U o 30,595(2)(10) *
Ronald L. Zarrella. .. .............. SO B PRI & Y. 3 (41 ) B T
Directors and executive officers as a group, including those L L e o
named above (21 Persons). . . .. e i .. 15,088,973 . 3.3%
Directors and executive officers as a group, including those :
named above but excludmg Mr Peterson (20 Perso?s) LT s, 6217661 C1.9%
Y P i 4 ”_J P ' . R B
*  Indicates less than 1%. e e T R

M Includés benéficial ownership of the following nlimber of shares that may be acquired wuhm sixty days of
October 2, 2006 pursuant to stock optlons awarded under Avaya stock plans:

. " f 5 . -
e LolisJ. D’Ambrosio. ... .. . '860,803 " e Ph'ili‘p A. o'd_een' .......... Lo 81719
o PamelaF.Craven ............ 1,177,597 ¢ Daniel C. ‘Stanzione' T e
e  Garry K. McGuire ........ v 1,657,636 ' e PaulaSternd............ .. 24, 351 .
¢ Francis M. Scricco ........... 846,636 » Anthony P. Terracciano . ...... _70,&_22 TRy, s
¢ Michael C. Thurk........:.... 21,148,025 . RonaldL.Zarrella ..0........ 28N 605 X
. Donald K. Pefer:i(}n.‘. FRRRSRT ‘.‘51217 138 " ;o,ml?rgggitors and executive, C
: me%’ke%?éhe- s '-, oo i e 56178645 - *';:. OfflCEI"S asa group. o o L12,696,662
l"&_“. PRI 4 . '[.:""la. P
. o T oy Frentet
ot - . . NI .
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(2) - Includes ownership of the following numbers of shares of Common Stock, including shares-of Common-
+  Stock undetlying restricted stock units that have vested or could vest-within sixty days‘of October 2, 2006, .
for which receipt has been deferred under the Avaya Inc. Deferred Compensation Plan such that the shares
would not be received within sixty days of October 2, 2006.

I

J..® BruceR.Bond .............. 24,570 ¢ Daniel C. Stanzione .. ........ 9,659
e PamelaF. Craven ............ 83,246 e PaulaStern................. 31,991
o Frank J. Fanzilli . .. - R 2,780 e Anthony P. Terracciano .. ..... 2,978
* JosephP.Landy ........... : o 19,417 ¢ Richard F. Wallman .......... S 2259
¢ PhilipA. Odeen .........c; 39,691 o RonaldL.Zarrella........... 45082
e Donald K, Peterson. ., ...... . 882,934 . D[rector_s and executive C
¢ Hellene S. Runtagh. .......... 24,570 officersasagroup.......... 1,189,510
(3 Includes beneficial ownershlp of the following numbers of shares of Common Stock underlymg restrrcted
0 stock units that may be acquired on or within sixty days of October 2 2006 ‘
. ¢ Donald K. Peterson.......... e e . 358,280(a) k
c e Directors and executive officers as a group .............. 370 780(a)

e = (@) b M- Pctersomhas elacted, to:defer receipt- of 358 280 ghares.of Common. Stock. underlymgrthese restncted R
- - stock units until after his employment with the Company terminates effective December 31,2006, ° i,

. @ Mr. McGuire may be deemed to beneficially own 86,197 of these shares through'a limited llablllty company
of which he is a member and his spouse is the managing member. Mr. McGuire disclaims beneflcral ‘
ownership of these shares except to the extent of his pecuniary interests therein.

¥

(5) Includes 8,500 shares held for Mr. Landy’s spouse’s retirement account,

(6) Includes 61,432 shares owned by family trusts, family partnerships and a family foundation in Which Mr.
‘Leslie disclaims any beneficial ownership, except to the extent of his pecuniary interests therein.

(7) Prior to Avaya's separation from Lucent Technologies Inc. (“Lucem”) Mr Peterson held shares of Lucent
common stock in a deferred account. Following the separa‘uon {ransactions, those shares were converted into
8,960 shares of Avaya Common Stock, and those shares, which are reflected in the total amount indicated, .
continue to be held in a deferred account for Mr. Peterson’s benefit. o .

(8) Mr. Peterson stepped down as Avaya’s Chief Executive Officer effective July, 24, 2006 and ceased service as
a Director of Avaya effective September 30, 2006 IR fe e

.4

— (9). Includes 18 shares owned by trusts in which Dr. Stern disclaims any beneficial ownership, except to the extent
" of her pecumary interests therem ' ) ' ’

. l [ S

(10) Includes 8 400 shares held in a jomt account with Mr. Wallman sspouse. . 1 ,»

1 ‘ b e M .4

Iv. EXECUTIVE COMPENSATION AND OTHER INFORMATION

UV . St P A ’ ' AP

Informatlon under the headings “—chort on Executive Compensation” and Performance Graph” does
not ¢onstitute soliciting material and shall not be deemed incorporated by reference by any general statement
incorporating this Proxy Statement into any filing under the Securities Act of 1933, as amended, or under the
Securities Exchange Act of 1934, as amended, except to the extent that Avaya specifically incorporates this
information by reference, and shall not otherwise be deemed filed under such Acts.

11-32




REPORT ON EXECUTIVE COMPENSATION R

General

The Compensation Committee of the Board of Directors {the “Committee™) is comprised solely of Non-
employee Directors that meet the independence requirements of the NYSE and qualify as “outside directors” under
Section 162(m) of the Code. Dr. Stanzione was appointed as a member of the Committee effective November 2,
2006.

The Committee has sole authority to retain, at the Company’s expense, and terminate any compensation
consultant. Along those lines, during fiscal 2006 the Committee utilized the services of FredericW. C_ook &
Co., Inc. to assist it in performing its dutics. The.Company retained-a separate advisor on compensation matters,

Mercer Human Resources Consultmg LLC. AR -

Dunng fiscal 2006, the.Compensation Committee held nine 'meetings.” During the course of the year, the
Committee discussed with its compensation consultant and with senior management the Company’s overall
philosophy and objectives regarding executive compensation. The Company's compensation program for executive
officers in ﬁscal 2006 was constructcd with that philosophy and those objectives in mind.

LI

Compensatlon Phllosophy and Objectlves

. Avaya’s general compensation philosophy is that total compensanon should be designed to attract, motivate
and retain executive officers and employees in such a way as to create value for the beneflt of the Company and its
shareholders. NI . Ce S D e

In support of that ph11050phy, the Committee believes that the main objectwe of the Company s compensanon
program should be to create a competitive total rewards package based ona pay- for—performance culture. ,

Avaya’s market-based pay platform, which defines market pay relative to specific jobs, emphasizes the
commitment to provide employees with a pay opportunity that is externally competitive and recognizes individual
contnbuuons [t aims to provide Avaya with an 1ncreased ability to attract and retain top talent and make more
educated pay decrsrons ‘

y ' . -

To remain competitive, Avaya benchmarks total direct compensatlon {base salary, annual cash bonus and
equity awards) against a relevant peer group of companies (the “Peer Group™). Companies were selected to
be in the Peer Group pased upon factors including, but not lirhited to, industry and market capitalization. The
Committee perlodlca]]y assesses the relevancy of the companies within the Peer Group and makes changes where
appropriate. For fiscal 2006, the Peer Group was comprised of the following companies: ‘Affiliated Computer
Services, Inc., Bearing Point, Inc., CA, Inc. (formerly Computer Associates International, Inc.), DST Systems,
Inc., EMC Corporation Fiserv, Inc,, IKON Office Solutions, Inc., Intuit Inc., Level 3 Communications, Inc., NCR
Corporation, Nortel Networks Corporation, Pitney Bowes Inc., Symantec Corporation and Unisys Corporation. 1n.
relation to the Peer Group, Avaya is between the median and 75% percentile in terms of revenues and below the 25®
percentile interms of market capitalization. In addition to benchmarking against the Peer Group, the Committee .
evaluates exccutive compensation by reviewing national surveys that cover a broader group of companies.

Avaya is mindful of the need to remain flexible and react to specific business needs as they arise. For
example, the Committee annually reviews the measures for short-and long-term incentive compensation. In
fiscal 2007, based on that review; the Committec has changed the weighting given to the components under the
Company’s short-term incentive plan and changed the metrics used in connection.with performance-vesting
restricted stock units from earnings per share to total shareholder return. Along those lines, Avaya continues
to monitor its compensation philosophy and objectives and make changes as appropriate to better position the
Company for the future. .- . | ‘. ‘

v . - [
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Elements of Executive Officer Compensation ¢ > 7 .-

To achieve its objective of creating a competitive total rewards package based on a pay-for-performance
culture, the Company relies upon a mix of salaries, bonus opportunities, equity awards and other compensation.
The following highlights the elements of Avaya’s compensation program for executive officers, including the'Chief
Executwe Officer (“CEO”) and the other- named executive officers: » v .1 Lo o0 oo e

T LRSI T ST --:,;‘.l,_;“,v‘_“‘h’}q S e L Co
Base Salaries : ‘ e

Base salaries are intended to be competitive relative to similar positions at companies of comparable size in
our business, and base salaries are benchmarked against the Peer Group.. Avaya structures base salaries to help
attract, motivate and retain employees with a broad, proven track record of performance. '

Base salaries are reviewed annually by the Committee. Consideration of salaryadjustments, if any, is based
on competitive- market data collected regarding the Peer Group and individual performance. The Committee-
reviews and approves all executive officer salary.adjustments as recommended by the CEO. The Committee
reviews the performance of the CEO and establishes his base salary

[T
M DA mbrosio; s,annual base salary for fis flscal 2006 Wwas lncreased 16 $800,000 'When hiwas elected CEG
effective July 24, 2006. Mr. Thurk’s annual base salary;foriﬁscal12006 svas increased to $700,000 when he was

elected Chief Operating Officer (“COQ”) effective the same date. Mfs. e s""‘“annualll?ﬁ‘sffaﬁsalary for,fiscal 2006

m Far e

was increased to $440,000 when she was elected Chief Administrative Officer (“CAO™) on August 3, 2006, The
annual base salaries for the other named executive officers remained the same for fiscal 2006 as compared with
fiscal 2005. The Committee based its decisions on salaries for fiscal 2006 on, among other things, feedback from
its compensation consultant and a desire to remain competitive. In particular, the Commlttee carefully considered
the roles and responsibilities of all of the named executlve officers, mcludlng the new COO and CAO posmons
when making decisions regarding base salaries. -

Bonus Plan Iy

The cash bonus program is designed to provide competitive cash payment opportunities based on 1nd1v1dual
results and behavior and overall Avaya financial performance. The opportunity for a more significant award
increases when both Avaya and the employee achieve higher levels of performance.

The Company’s cash bonus program is admmlstered through the Avaya Inc. Short Term Incentwe Plan -
{(“STIP”). The STIP provides an opportunlty for ehgrble employees mcludmg the CEO and other executive
officers, to receive cash bonuses based ofi the eomblnatron of corporate performance and 1nd1v1dual performance.

At the beginning of each ﬁscal year, the Committee estabhshes corporate targets that must be achieved
before bonuses will be considered under the STIP. In.the event that corporate performance equals or exceeds
those targets, cash bonuses may be paid to eligible employees at the end of that fiscal year under the STIP. For
fiscal 2006, the Committee determined that corporate performance would be measured against operating income,
cash flow and revenue -growth with a weighting of 50%, 25% and 25% assigned to each of those components,
respectively. - The extent to which the Company achieves these targets is referred to.as the “Avaya Performance

Factor.” For fiscal 2006, the Avaya Performance Factor was, 83%. )
bl

The assessment of an executive offlcer s md1v1dual performance includes consideration of that executlve
officer’s leadership qualities and achievement of stated objectives: Award targets for executive officers are set
based upon both the work required-to be. perforined and competitive market data. -The annual target award for Mr.
Peterson, our former Chairman and CEQ, was 125% of his base salary of $940,000. For Mr. D’Ambrosio, who was
elected CEO on July 24, 2006, the annual target award for his bonus was set at 100% of his base salary. However,
for fiscal year 2006, three-quarters of his annual award were calculated using the salary and annual target for his
previous position of $475,000 and 85%, respectively, and one-quarter of his annual award was calculated using
the salary and annual target for his new position of $800,000 and 100%, respectively. For Mr. Thurk, who was
elected COO on July 24, 2006, the annual target award for his bonus was set at 100% of his base salary. However,
for fiscal year 2006, three-quarters of his annual award were calculated using the salary and annual target for his
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previous position of $475,000 and 85%, respectively, and one-quarter of his annual award was calculated using

the salary and annual target for his new position of $700,000 and 100%, respectlvely For l\/lrs Craven, who was
elected CAQ on August 3, 2006, the annual target award for her bonus was set at 75% of her base salary However
for fiscal’ year 2006, three- quarters of her annual award were calculated usmg the salary and annual target for her
previous p0s1t10n of $380 000 and 70% respectrvely, and one- quarter of her annual award was calcmated usmg the

salary and annual target for her. new posmon of $440,000 and 75%, respectwely The annual target award for each ‘

of the other named executwe ofﬁeers 1s 85% of their respective base salanes

-An-individual employee’s target award under the STIP is determined by multiplying the Avaya Performancer

Factor by the employee’s STIP target percentage (based on’job level) and by a factor below, at, or greater than.

100% that reflects the employee’s individual performance. Adjustments to those target awards may be made at ...
the discretion of the employee’s supervisor, or in the case of the named executive officers, at the discretion of the
Compensation Committee. Factors influencing adjustment decisions include, but are not lifhited to, the size of the
aggregate pogl of funds available for STIP awards and the desire to reward or [retain key employee_s.

. . s . R
L {. H [P [ " LN R AN N

Equrty-BasedProgram . ;

‘ . .- re -
gt Aatr . } B

1o . " T e e . s
.Our long-term incentive plan is generally made available to. selected mdwxduals in the form of stock options .
and restricted stock units, providing an additional opportunity to accumulate Common Stock and-wealth related to
that ownership. These equity-based awards are desrgned to align management interests with those of sharcholders,
In fiscal 2005 and 2006 the Committee determmed that 50% of the restrrcted stock units awarded to certam
executrve officers would be performance-vesttng restrlcted stock” units to help re1nforce our phllosophy that - ' .

compensatron should also be used to promote the Company 5 long—term performance goals

. 2 'l Vo
The Committee structures the size of awards by balancing the 1nterests of shareholders, in terms of the
impact of drlutron with the need to prov1de competttwe stock plans The Commlttee bases 1nd1v1dual grants of
equ1ty-based awards on various factors 1nclud1ng competltlve market data dem}onstrated sustamed performance '
and each executive officer’s demonstrated abthty 10 contn'oute to Avaya 5 future success. The Company s abtllty
and desne to retarn key talent 1s also consrdered

e ' A » . Car ,

* *Stock option awards provide executive ofﬁccrs with upside opportunity forimproving Avaya s stock price.

In connection with their elections as CEOQ and COQ, respectively, each of Mr. D’Ambrosic and Mr. Thurk received

one-time grants of stock optrons having a term of 7 years and vesting in equal installments on the first, second,
third and fourth anmversarles of their July 26, 2006 grant date Othérwise, all stock optrons awarded to the named

executive officers in fiscal 2006 have a term of sevén years and vest in equal 1nstallments on the first, second and ,

third anniversaries of the grant date.

Time-vesting restricted stock unit awards are granted to enhance the retention value for gur executive
officers. In connection with their elections as CEO and COO, respectively, Mr. D’Ambrosio and Mr. Thurk
received one-time grants of restricted stock unit awards vesting fifty percent (50%) on Leach of the third and fourth_
anniversaries of their July 26, 2006 grant dates., On August 3, 2006, Mr. Scricco recewed a restrrcted stock unit
award which vests one- thtrd on each of the second third and fourth anmversarres of the date of the award and
Mrs. Craven received a restrrcted stock unit award which vests one-th1rd on each of the first, second and third
annivérsaries of the date of the award. “All other tlme-vestlng restricted stock unit awards made to the named
executive ofﬁcers in fiscal 2006 vest fifty percent (50%) on each of the second and third anmversarles of the date '

of the award.

PR \ . . LI . B )

Performance-vesting restricted stock unit awards are granted to enhance alignment of the executive officers
with the interests of shareholders. Awards of performance-vesting restricted stock units made to the named
executive officers in fiscal 2006 have a one-year earnings per share (“EPS”) target for fiscal 2008. The percentage
of restricted stock units that may vest will vary depending upon the actual EPS calculated for fiscal.2008, subject
to a minimum cumulative three-year EPS target below which no restrrcted stock units will vest. If the cumulative
three-year EPS targt,lt for fiscal 2006 2007 and 2008 is not achleved then all of these restrlcted stock units will be
forfeited and cancelled Sce Value of Total Compensatron for Frscal 2006” below o
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Certain Other Benefits , oy

In addition to salaries, bonus opportumtles and equity, awards, Avaya prov1des its executive officers,
including the CEO, with certain other benefits to assist Avaya in ren{ammg competitive in the market for &'
high caliber management team. These perqu1snes include financial counsclmg services, a car allowance,
reimbursement for home secunty systems certam temporary housing expenscs limited personal use of the
corporate aircraft and automobiles, and company- provxded physical examinations. The Committee periodically.
reviews perquisites made available to the Company’s executive officers, including the CEQ, to ensure that they are
in line with market practice. For additional information regarding perquisites made available to the Company’s
executive officers during fiscal 2006, please see the *Other Annual ‘Compensation” column of the Summary
Compensation Table. . C b

, ‘s
LR T PRI WP M PRI,

Retirement Benefit Information . o ST T e e L e

Certain of our executive officers are eligible to receive benefits under a non- -contributory qualified pension
plan, known as the Avaya Inc. Pension Plan for Salaried Employecs (“APPSE”) which covers U.S. salaried
employees hired before January 1, 2004. Pension amounts based on the pension plan formula, which exceed the
applicable Code limitations with respect to.qualified pension plans; are paid under a non-contributory unfunded
supplemental pension plan. - .. ‘ .

Effective December 31, 2003, pension benefit accruals provnded urider the APPSE were frozen, When Avaya
froze pension benefit accruals under the APPSE, it made correspondmg changes to freeze accruals under the non-
qualified supplemental pension plan. No new emp]oyees hired after December 31, 2003 part1c1pate in the APPSE
or the supplemental pension plan.

In connection with the changes made to the APPSE and the non gualified supplcmental pension plan, Avaya
enhanced the qualified savings plan (the ‘Avaya Inc Savings Plan for Salaried Employees, or “ASPSE™), which
covers U.S. salaried employees, and created the Avaya Inc. Savmgs Restoration Plan (“ASRP™). The ASRP is
an unfunded non- -qualified deferred compensation plan designed to restore contribution opportunities lost under
the ASPSE as a result of Code limits. The ASRP provides that executives will be able to defer compensation and
receive Company allocations that cannot be made or-received-under the ASPSE due to limitations imposed by the

Code. : T

For more information regarding these plans, including the estimated annual frozen pension benefits payable
upon normal retirement age (65) for each of the executwe of'ﬁcers 11sted in the Summary Compensation Table,
please see “—Pension Plans.” ’

e

Avaya Inc. Deferred Compensation Plan . : N R

The Avaya Inc. Deferred Compensation Plan i is an unfundcd deferréd compensatlon plan mamtamed
primarily for our executive officers, including the CEQ, and for mermbers of the Board of Directors who are
not employees of the Company. The purpose of the plan is to prov1de a means by whlch ellglblc employees and
Non-employee Directors may defer the receipt of certain formis of compensatlon while at the same time giving
the Company the present use of the compensation so deferred. As ‘administered, the plan permits our executives
to defer the receipt of shares of Common’ Stock underlying vested restricted stock units. Deferral of cash
compensation by executive officers is not permitted and no cash dividends are acéried with respect to deferred
shares. As of October 2, 2006, of the executive officers listed in the Summary Compensation Table, Mr. Peterson
and Mrs. Craven had elected to defer the receipt of shares of Common Stock underlying vested restricted stock
units. Please see “Security Ownership of Certain Beneficial Owners and Management™ for more information.

Executive Officer Stock Ownership Requlrements R

In May 2006, the Board approved guldelmes for stock ownership requlrements for certain of its executive
officers, including the named executwe officers. Under these guldelmes our CEQ is required to own Common
Stock equal in value to at least five times his annual base salary. Additionally, the other exccutive officers covered
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by the guidelines are required to own Commeon Stock equal in value to at least three times their annual base
salaries. The CEQ and those executive officers generally have five years to achieve their respective ownership
levels under the guidelines. I[nciuded in the calculation to determine whether or not an individual has met the .
ownership levels contained in those guidelines are, among other things, shares owned outnght and up to fifty
percent (50%) of the unreallzed stock option gain on vested, unexercised, in-the-money stock options held by that
individual.

Review of Compensation

. CEO Compensauon

" Under the Comm:ttee s charter, the Committee is respon51ble for reviewing the CEO's individual goals
and objectives, evaluating the CEO’s performance and setting CEO compensation based on this cvaluat_l_on and
the Avaya Performance Factor discussed above. The Committee and the full Board conduct a formal review of
the CEO’s performance each fiscal year, and the Committee makes decistons with the concurrence of the Board
regarding his compensation at the end of each fiscal year. The Committee uses specified criteria to helpassess the
performance of the CEO in addition to the financial results of the Company and performance against his annual
objectives. Among other things, the Committee evaluates his ability: to act as a role model for ethics and integrity;
to give serious attention to succession planning; to challenge the organization to exceed expected outcomes and
results; to make decrswe and timely decisions and make long-term decrslons that create competltlve advantage and
10 be effective overall as a leader.

Following an evaluation of the CEO’s performance, the Committee reviews the CEO’s total compensation
package, including base salary, short term incentive awards, long term incentive awards; benefits and perquisites.
The components of Mr. D’Ambrosio’s compensation for fiscal 2006 are identified below under “—Value of Total
Compensation for Fiscal 2006” and in more detail under “—Summary Compensation Table.” In addition, for
information regardmg certam pension benefits for which Mr. D’Ambrosm is eligible, please see “—Pension Plans.”

The Board actively parucxpates in the process of assessing the CEO s performance and in settmg his
compensation based on that assessment. Throughout the assessment, the Chairman of the Committee leads the
Board in its drscussmn of the CEO’s performance and the VaI‘IOLIS elemems of his compcnsatron

f‘A, % .

! -

¢ . . ' ' ’

Other Employees

Under rhe Committee’s charter, the Committee is rc_spoosible for review'ing the COO’s individual goals and
objectives, evaluating the COQO’s performance and setting the COO’s compensation based on this evaluation and
the Avaya Performance Factor discussed above. The performance of the COO is reviewed at least annually by the
Committee. '

In addition, the Committee reviews the individual performance of the officers reporting directly to the
CEO and COO The performance of those officers is reviewed at least annually by the Committee, In addmon
the Committee is responsrble for approving compensation and benefit programs for individuals holding positions
classified as Vice President or higher. Moreover; the Committee is responsible for providing oversight'and
guidance in the development of compénsation and benefit programs for all employees of the Company, including
recommendations to the Board with respect to’incentive compensation and equity-based plans.

r il
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Value of Total Compensation for Fiscal 2006 for Named:Executive Offlcers T L AU A
l
Set forth below isa summary of the dollar values of the total annual compensanon provrded granted to or h
received by each of the named executlve 0ff1cers durlng the ﬁscal year ended September 30 2006 . '__' ; .
e e oo . 2 ¢t . Potential Valueof * i T
Fiscal 2006 Long-term TR ITA
Cash Compensation ($) Compensation Awards ($)
| Performance- = e et
Time-Vesting Vesting oo i
Bonus Restricted Restricted Stock Option  Value of Total
Salary Earned Earned for Other Stock Units Stock Units Grants -Compensation for
Name in Fiscal 2006  Fiscal 2006 (1) (2) (3) (4)(5) Frscal 2006 ($)
T . ERT I iy

Donald K. Peterson. . 940,000 975,250 - 518,027 1 040 777 ._‘ 1, 040 777 . l ()56 411 . 5 571 242
Louis J. D’Ambrosto 536905 584269 212594, 2 334, 881 ol 477 734,02, ()08 908 "L, 6, 155 291
Michael C Thurk . ... . 517,857 ' _ 555219, ] 265|,2_8_2H , 2 102, 729 _ _' 477 734 , 1 818 412 5 737 233
Pamela F. Craven e 390,_0.00J 454,278 180,734 y 913 232 » 341 232 . 771 560 t 3, 051 036
Francis M. Scricco ... 475,000 335,113 265,282, 1,049,734 .m ‘47.7,73‘} 910, 106 o 3 5‘12 969
Garry K. McGuire ..., 470,000 331,585 . 293,156 477,734 ., 471734, 484 910.,, “2,5,3§,119‘
' ’ * AFLET ' - g T "-I"\.-l" ,." fa N .‘":)"lu S

(1) The “Other column is the total of the amounts shown in the “Other Annual Compensatron and “All Other '

Compensatron columns of the Summary Compensatron Table.

(2) Amounts, shown represent grants of tlme-vestrng restricted stock umts All vest 50% on each of the second
and third anniversaries of the award date, with the exceptmn of: $l 857 146 and $ 1 624 994 for Messrs.
D’Ambrosio and Thurk, respectrvely, whlch vest 50% on the third and fourth anniversaries of the award
date; $572, 000 for Mrs. Craven, which vests one- -third each on the flrst second and th1rd annrversarles of
the award date; and $572, 000 for Mr. Scricco, which vests one-third each on the second third and fourth
anniversaries of the award date. Value is based on the closing prrce of Avayastock on September 29, 2006
wh1chwas$ll44 : : R 'l '. R A T v

RNt *+

(3) Amounts shown represent performance-vestmg awards wrth a one- year earnlngs per share (“EPS”) target for
fiscal 2008. The percentage of restricted stock units that may vest will vary depending upon the actual EPS
calculated for fiscal 2008, subject to a minimum cumulative three-year EPS target below which no restricted’
stock units will vest. 'If the' cumulative three-year EPS target for fiscal 2006, 2007 and 2008 is not achieved,

 then all of these restricted stock units will be forfeited and cancelled.- Value is based on the closing prrce of !
- Avaya stock on September 29, 2006, which was §11:44, - . v e SN

(4) Amounts shown are based upon the optron grants 1dent1ﬁed under * —Optlon Grants in Flscal 2006

(5) For. ﬁscal 2006 the Company began using a blnomral model in calculatrng the fa1r value of stock optrons In .
December 2004, the Financial Accounting Standards Board 1ssued SFAS 123(R) whtch requires the Company
to recognize compensatron expense for stock options and discounts under employee stock purchase plans
granted to employees based on the estlmated fair value of the equrty instrument at the tlme of.grant. The
requirements of SFAS, 123(R) became effectrve for the Company begrnnmg in the ﬁrst quarter of ﬁscal 2006

As the Company has frozen the accrued benefit under its qualified and non-qualified pension plans, the
table above does not reflect any increase in pension benefits that may accrue to the eligible named executive
officers. However, included within the “Other” column above are Company contributions to the qualified ASPSE
and allocations to accounts under the ASRP. For a description of their pension benefits and the ASRP, please see
“__Pension Plans” below. The table above also does not reflect any compensation income resulting from changes
in valuation of previous stock option grants or other equity-based compensation. Moreover, the actual value
ultimately realized by the named executives under the equity-based compensation awards set forth above will vary
based on, among other things, Avaya’s operating performance and fluctuations in the Common Stock price. The
table above also does not include severance or change-in-control benefits, which are discussed in more detail under
“_Employment Contracts, Termination of Employment and Change in Control Arrangements.”
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Mr. Peterson’s Separation Agreement .

- On July 24, 2006, the Company announced that Mr. Peterson stepped down as President and CEQ. Effective
as of that date, the Company and Mr. Peterson executed a Separation.-Agreement and General Release outlining
the terms and conditions regarding his termination of employment: . Under that agreement, Mr. Peterson received,
among other things, a severance payment of $4.23 million and continuation of certain benefits. -Mr, Peterson -

was not el1g1ble for benefits under the Company’s Involuntary Separation Plan for Senior Officers at the time

of his separatron The terms of the agreement were approved by the Commrttee For a complete description of
the severance agreement please see “Executive Compensanon and Other Informatlon Employment Contracts,
Termination of Employmenl and Change in Control Arrangemems —Scparatlon Agreements'—Mr Petérson’s
Separatlon Agreement Mr. Peterson remained Chairman of the Board through September 30, 2006 and will

remain a non-executive employee of the Company through December 31, 2006,

Mr. McGuire’s Separation Agreement .

On October 3, 2006, the Company announced that Mr. McGuire, its Chief Financial Officer and Senior Vice
President — Corporate Development, would retire from that position and as an executive officer of the Company
effective December 31, 2006. For the period beginning January 1, 2007 and ending March 30, 2007, Mr.-McGuire
will continue with the Company as a non-executive employee.» OniOctober 3, 2006 the Company and Mr. McGuire
executed a Separation Agreement and General Release outlining the terms and'conditions regarding his separation
from the Company, which were generally as provided under the Company’s Involuntary Separation-Plan‘for Seénior-
Officers. Under that agreement, Mr. McGuire will receive, among other things, an aggregate of $1.7 million and
continuation of certam beneﬁts The terms of the agreement were approved by, the Coprmrttee Fora eomplete
descnptlon of the severance agreement please see “Executwe Compensanon and Other Information — Employment
Contracts, Termmatlon of Emp]oyment and Change in Control Arrangements Separanon Agreemems —Mr
McGuire’s Separatlon Agreement.”

(mmd\(

T e R TR LT
E_quity Grant Policy ' '
' o n

‘In November 2006, the Commlttee approved equrty grant practlees in the form of the Avaya Inc Equtty
Grant Policy. The polrey was adopted by the Committee to formalize its procedures for maklng grants of equrty
awards. Under the pohey, the Committee is responsrble for approving equrty award grants to reporting persons
subJect to Section 16 of the Secuntles Exehange Actof l934 (*Section 16 employees . Authonty to make grants '
to all other employees is delegated to a stock award-committee, of which Mr. Odeen our Non executive Chairman
and Lead Director, is the sole member. Equity awards generally are gramed in one of three scenarros ) in .
connection with annual awards made to employees near the beginning of each fisl.cal year, (u) durmg the course
of the year to newly hired employees in connection with their offers of employment and (iii) on a monthly ba51s to
selected employees for retention and recognition purposes.

f

Annual Awards

At the beginning of each fiscal year, the Committee and the stock award committee may-grant equity awards
to eligible employees, including the named executive officers.’ Under the policy, all annual awards in any given -
fiscal year are to be granted with the same effective date, which, unless otherwise specified by the Compensation
Committee, will be the first trading day foltowing the date of the Compensation Committee meetmg at which those
grants are approved Written approval-must be obtained on or prior to that effective date.” < .. . -~

In the event that the date of Committee and stock award committee approval falls wnhm an earmngs -
“blackout period” (as defined by the Company s Stock Tradmg Pollcy), then all annual awards for that fiscal year
must be granted with an effective date of two busrness days followmg the’ date of the earnrngs announcement
relating to that “blackout period.” The grant price for all annual awards will be the same, and it will be calculated
in accordance with the terms of the Avaya lnc 2004 Long Term' Incentlve Plan or any other applicable plan under
which they are made Vo

\ . . s .
Vo o T LN * ’ ' * 1 o b . AL
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Mid-Year Awards to Newly-Hired Employees

With respect to any newly-hired Section 16 employee, any award issued in connection with his or her offer
of employment must be approved by the Committec on or prior to the date his or her employment with Avaya
commences. The grant date for the award will be the first business day of the month on or after the date on which ,
his or her employment with Avaya commences. . ‘ .

With respect to any other newly hired employce, any award must be approved by the stock award committee
on, and the grant date for the award shall be, the first business day of the month on or after the later of (i) the date
his or her employment with Avaya commences and (n) the date the request for approval is recelved by the Avaya
Global Stock Plans group, which is rcspons1b1c for admlmstermg, equity awards. However, the Avaya Global Stock
Plans group must be notified at ieast three buisiness days pnor to the first day of the month in whlch the grant is to
become effective.

All Other Mid-Year Awards

All other mid-year grants to Section 16 employees will be granted on the first business day of the month
on or after the date those awards are approved by the Committee. However, no grant will be awarded during an
earnings “blackout period.” If the award is to become effective on the first of the month‘following approval by
the Committee and.the first day of the month falls within an earnings “blackout period;” then the award will be
granted with an effective date of two business days following the date of the earnings announcement relating to
that “blackout period.” . . Ce :

All other mid-year grants to other employees must be approved by the stock award committee on, and
the grant date for any such award will bé, the first business day of the month followmg the date the request for
approval is received by the Avaya Global Stock Plans group. However, the Avaya Global Stock Plans group must
be notified at least three business days prior to the first day of the month in which the gram is to be¢ome effective.

Tax Deductibility of Compensation

The Code imposes a l1m1tat|on on the deduction for certain executive officers’ compensation unless certain
requirements are met. Avaya strives to have all compénsation fully deducllble However, Avaya has’paid in the
past and reserves the right to pay in the’ future compensation that i§ ‘not déductible if it is in the best interests of
Avaya. The Compensation Committee and Avaya have carefully considered the impact of these tax laws and have
taken certain actions intended to° preserve Avaya’s tax deduction with respect to any affected compensation. Aside
from grants of time-vested restricted stock units, all elements of executive officer compensation are expected to be
fully deductible {except that, with' respect to Mr. Petérson and Mrs. Craven, time- vested restricted stock units that
were defefred until aftér each of his and her employment with the Company terminates, a]so are expected to be

fully deductible).

Conclusion

The Committee believes that the Company’s compensation program for executive officers supports the
Committee’s philosophy that compensation should be designed to attract, motivate and retain executive officers
and employees in such a way as to create value for the benefit of the Company’s shareholders. The Committee
feels confident.that, with the assistance of compensation consultants and through benchmarking, the Company’s
salary, bonus, equity-based and other.compensation programs help enable the Company to create a competitive
total rewards package. In addition, the Committee believes that this total rewards package helps reinforce the
Company’s’commitment to mamtammg a pay-for-performance culture. Based on a thorough review of all elements
of the Company s executive compensation programs policies and pracuces ‘the Committee believes that the total
mix of compensatlon provided to the Company s exccutlve offlccrs mcludmg the CEO is appropriate.

Campensanon Commu‘ree
Philip A. Odeen (Chairman) .
Joseph P. Landy Mark Leslie Daniel C. Stanzione Richard F. Wallman Ronald L. Zarrella
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. PERFORMANCE GRAPH . ./

The following graph is a comparison of the cumulative total return® of the performance of our Common
Stock with the performance of the Standard & Poor’s 500 Index and the performance of the Standard & Poor’s 500

Information Technology Index for the flve—year perlod beginning September 30, 2001 and ending Seplember 30,
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EQUITY COMPENSATION PLAN INFORMATION AS OF SEPTEMBER 30, 2006

The Company maintains the-Avaya Inc. 2004 Long Term Incentive Plan pursuant to which it may grant
equity awards to eligible persons. That Plan provides that any repricing of stock options is subject to the approval
of the Company’s shareholders. -For a description of the Avaya Inc. 2004 Long Term incentive Plan and the

proposed amendment of that plan, see “Proposals — Proposal 3- Directors’ Proposal to Approve an Amendment to
the Avaya Inc. 2004 Long Term Incentive Plan.”

In addition, the Company maintains the Avaya Inc. 2003 Employee Stock Purchase Plan (the “ESPP™). The
ESPP allows eligible employees to purchase Avaya Common Stock at a 15% discount from the fair market value (as
defined under the ESPP) of a share of Avaya Common Stock on the date of purchase through payroll deductions.

The following table gives information about equity awards under the Company’s above-mentioned Plans as of
September 30, 2006.

, Number of Securities
- - ~ . -- - Remaining Available for
Weighted-Average  Future Issuance Under

o - . - Number of Securities to Exercise Price of Equity Compensation
o ,’4 . be Issued upon Exercise Outstanding _+ Plans (Excluding
) R ’ of Otitstanding Options, Options, Warrants _ Securities Reflected in
Plan Category Warrants and Rights (a) _ and Rights (b) Column (a))
Equity compensation plans approved by o - . :
shareholders(1){2) ......... ... i 43,227.919(4) * $10.4279 42,963,392(5)
Equity compensation plans not approved by N
shareholders(3) ... ... i 498,786 . $510.8827 - f—
TOtal o oot 43,726,705 $10.4332 42,963,392

(1)  In cohnection With the separation from Lucent in Septembeer 2000, Avaya assumed certain stock options
granted to Avaya employees through Lucent plans, pursuant to which such stock options aré exercisable for
6,861,468 shares of Avaya Common Stock. These options have a weighted average exercise price of $25.6370

" pershare. In addition to options, there is an aggregate of 530,803 shares of Common Stock underlying stock
awards that have vested the receipt of which has been deferred. No further awards will be made under these
assumed'pléhs.'* Statisiiés_regarding the assumed options and def.erred shares are not included in the above

table. . v

(2) i “In February-2001, the Company ‘acquired VPNet Technologies, Inc. and assumed stock options under the
VPNet Technologies, Inc. 1996 Stock Option Plan pursuant to which such stock options are exercisable for
91,241 shares of Avaya Common Stock. These options have a weighted average exercise price of $7.8449 per
share. No further awards will be made under the VPNet plan. Statistics regarding the assumed options are
not included in‘the above table. : o ' S

P M

(3) This figure reflects discretionary grants tade prior to January 1, 2003 to Non-employee Directors of the
Company under individual agreements not pursuant to a stock option plan of the Company. These grants
were made to attract and retain qualified persons who are not employees of the Company for service as
members of the Board of Directors by providing such members with an interest in the Company’s success
and progress. The awards are ten-year term non-qualified options to purchase Commeon Stock, The price of
the options is the fair market value on the date the options are granted. The options became exercisable six
months from the date of grant.

(4 This amount includes an aggregate of 1,027,013 shares of Common Stock the receipt of which has been
deferred under the terms of the Avaya Inc. Deferred Compensation Plan. Since the shares have no exercise
price, they have been excluded from the weighted average calculations in column (b).

(5)° This amount includes an aggregate of 5,314,564 shares representing outstanding restricted stock unit awards
vesting through 2010 and 24,351,360 shares remaining available for purchase under the 2003 Employee Stock
Purchase Plan.
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e « 1. PENSIONPLANS . -.iv- i v .

Upon Avaya 3 separatlon from Lucent Avaya adopted a non contrlbutory pensron plan known as the Avaya
Inc. Pension Plan for Salariéd Employee$ (“APPSE”), which ¢covers salaried employees mcludmg executives.
Additionally, at that time, Avaya adopted a non-contributory supplemental pension plan. Both plans essentially
replicated Lucent pension plans for management employees. In September 2003, Avaya announced-that, effective
December 317 2003, the pension benefit accruals provided under the APPSE would be frozen. Corresponding
changes also were made to the supplemental pension plan and the Avaya Inc. Savings Plan for Salaried Employees
("ASPSE”). - The following is a summary description of the terms of the APPSE and the supplemental pension plan,
in each case as-modified in accordance with the announcement made in September 2003, + ,, . 4

Participants who were employed by Lucent as of the date of the separation were given full credit uinder the
APPSE for setvice and compensation accrued prior to the separation from Lucent under the Lucent pension plan.
The APPSE was established on October 1, 2000 and it has two separate programs, the Service Based Program and
Account Balance Program. . ., v g e el 2, !

For former Lucent employees hired prior to 1999, the Sefvice Based Progréirn provrdes'fof aHnual pensions
computed on a modified career average pay such;that a participant’sbenefit is equal to:, .. .
»  1.4% of the participant’s avefage annual pension éligible pay for ihe'five yéars-ending December 31,
. 1998, excluding the annual bonus award paid in December 1997, times the number of.years,of service
pnor to lanuary i, 1999; plus

VoLl Yu ke ' ;
. 1 4% of the part1c1pant s pension ehglble pay from January 1 1999 through December 31 2003
including the annual bonus award paid in December 1997,

l' IR i '

Participants must be at least age 55 with at east 15 yeafs of sefvice to become elrglble for a service pensron
under the APPSE. Furthermore, if the sum of the part1c1pant s'age anid service is fiof at least equal to 80 years a’
3% teduction per year will be applicd to the'] pension amount. After Décembeér 31, 2003, the participant’s’age™and -
service will continiie to colnt toward'meeting this éligibility and!'a as ‘applicable, fedice or ellmrnate thé dlscount
However the pension: benefrt will be the frozen amormt accrued as of December 31, 2003. IR A AR

' = Pl et
S UL L A L + N T T T

( A "xead\(

L e '
1nclud1ng former Lucent ernployces hrred after that date who transr’erred to the Company at the trme of the o
separatlon The Account Balance Program is a cash balance pension plan whrch adds age-based pay, credrts and
interest credits to a participant’s account annually The age-based pay credits range from 3% to 10%. Interest
credits aré determined annually and will bé no less than 4%, but no greater than-10%. ‘The final- age-based pay
ctedit was made on Jahuary 1, 2004 for plan-year 2003. Betduse accrued benefits-have beén frozen ‘no further pay
credits will be ‘made to a- partrcrpant § account. Interest credits; however will continue t6 be made every ‘Décemiber
31. No new employzes hired aftér December-31;, 2003 will participate in the APPSE.:~ ' - " oL

(

Pension amounts under the APPSE are not sub_}ect to reductions for Soeral Security benefits or other offset
amounts, Average annual pay mcludes base salary “and certam pensmn ehglble bonus awards. However, federal
laws place 11m1tat|ons on compensation’ ‘amunts that may ‘bé included under the APPSE.

Pension amounts based on the pension plan formula, which exceed the applicable Code limitations with,,
respect to qualified plans, are paid under the non-qualified supplemental pension plan, Compensatlon amounts'
that exceed'the” applncable federal limitations, including amounts relited'to borus awards, are taken intd account
under our non-quatified supplemental pension plan. This plan is a non-contributory plan, and uses'the same
formula and eligibility rules as the APPSE to provide supplemental pension benefits to salaried employees,
including Avaya executives.

Aside from paying pension benefits above the applicable Code limitations as accrued up to December 31,
2003, the non-qualified supplemental pension plan had a minimum pension benefit provision that was eliminated
effective December 31, 2003. Additionally, the mid-career provision of the non-qualified supplemental pension
plan, which ale'o was part of the plan created at the spin-off and which provided for certain benefits based on
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factors including age, date of hire and job levels at date of hite and termination, was frozen as of December 31,
2003. As of September 30, 2006, the estimated annual frozen pension benefits payable at normal retirement age
(65) for each of the executwe ofﬁcers listed in the Summary Compensahon Table was as “follows:

r . ’ : : ) S - Number of Years of

. Name . : o e . Credited Service - Age 65 Annuity -
:Donald K. Peterson: . ........ e RN S S 1y - $242,762
 +Louis J. D’Ambrosio. . ..+ ...... U L () C % 9,969
T Michael C. Thurk ........ S ST ) - $ 17,038
Pamela F. Craven ....... e PO 36(3) $ 109,802
Francis M. Scricco . ............ ... e T —(4)

Garry K. McGuire .........ooooeinins e ‘ —(2) $ 30,962

(1) The years of credited service shown for Mr. Peterson are through his separation date from the
Company effective December 31, 2006. .

. (2) Indicates participation in the Account Balance Program of the Pensnon Plan for Salaried
- Employees, for which-years of credited serwce are not relevant..

(3) The years of credited service shown for Mrs. Craven assumie contmued service through age 65.

@) Mr. Sericco joined the Company on March 29, 2004 and asa result 15 not ehglblc for pension
"' benefits upon his retirement.

®

In connection with the changes made to the APPSE and the supplemental pension plan, Avaya enhanced

the ASPSE and created the Avaya Inc. Savmgs Restoration Plan (“ASRP™), in which all executive officers and
certain other employees whose compensation exceeds the limits described below, are eligible to participate. The
ASRP is an unfunded non-qualified deferred compensation plan designed to restore contribution opportunities lost
under the ASPSE as a result of Code hmlts and it was implemented when pension benefits were frozen effective
December 31, 2003. The ASRP provxdes that executives will be able to defer and receive company allocations

that cannot be received under the ASPSE due to limitations imposed by the Codé. For infofination on amounts
allocated to the accounts of our executive officers, including the CEQ, under the ASRP please see the “All Other
.Compensation” column of the Summary Compensahon Table.

It is anticipated that some of our non- quahﬁed executlve benefit plans, mcludmg the supplemental pensmn
plan and the ASRP, will be supported by a benefits protection trust, the assets of which will be subject to the claims
of our creditors. In the event of a change in control or a potential change in control of Avaya, certain additional

/ funds might be required to be contributed to such trust to support benefits under such plans. |

EMPLOYMENT CONTRACTS, TERMINATION OF EMPLOYMENT
AND CHANGE IN CONTROL ARRANGEMENTS

Employment Agreements : , ‘ o

None of Avaya’s executwe offlcers mcludmg the CEO, has an employment agreement w1th the Company or
any of its subsidiaries. : : '
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Change in Control Arrangements: T
Incentive Plans - | . ' R - (T . N '

' {
The Avaya Inc 2004 Long Term lncentlve Plan generally prowdes that unless our Compensatmn Committee
determines otherwise at the titne of grant with respect to a particular award, in the event of a “change in control™

(i) any options and stock appreciation rights outstanding as of the date the change in control js determined to have |

occurred will become fully exercisable and vested; (ii) the restrictions and deferral limitations applicable to any

restricted stock awards will lapse; and (iii) the restrictions and deferral limitations and other conditions applicable
to any other stock unit awards or any other awards will lapse, and such other stock unit awards or other awards will
become free of all restrictions, limitations or conditions and become fully vested and transferable. In addition,
if a “change in control® occurs or is to oceur duting a performance period, the Compensanon Committee shall

determine the extent to which pcrformance awards shall vest or shall be adjusted in light of such change i in control,

Avaya ]nc 2004 I_ong Term Incennve Pian

The plan defines ¢ change in control” to mean, generally (1) an acquisition by any individual, entlty ar group .
(other than an acquisition directly from Avaya) of'beneficial ownership of fifty percent (50%) or more of either
the then outstanding shares of our Common Stock or the combined voting power of our then cutstanding voting | -
securities eatitled to vote generally in-the ¢lection of Directors; (ii) a change in the-composition of a majority
of our Board which is not supported by our current Board; (iii) subject to certain exceptions, the approval by .
the shareholders of a merger, reorganization or consolidation or sale or other disposition of all or substantially
all of our assets of or, if consummation of such corporate transacuon is subject at the time of such approval by
shareholders, to the consent of any govcrnmem or governmemal agency, the obtammg of such consent either
explicitly or implicitly by consummiation; of (iv) the approval of the shareholders of our complete liquidation or -
dissolution.

Avaya ]nc Deferrea' Campemanon Plan
by . . t LT

With respect to deferrals madc. prior to January 1, 2005 unless a contrary advance elecuon is made, amounts
deferred under the Avaya Inc. Deferred Compensation Plan will be paid in,a lump sum as soon as practicable
following a change in control. With respect to those deferrals, the definition of *“change in control” under the
Deferred Compensation Plan is substantially similar to the definition used for the Avaya Inc. 2004 Long Term
Incentive Plan, but the change in control trigger under the Deferred Compensation Plan is twenty percent (20%)
as opposed to fifty percent (50%). See “—Avaya Inc. 2004 Long Term Incentive Plan” above. With respect to
deferrals made on or after January 1, 2005, amounts deferred under the Avaya Inc. Deferred Compensation Plan
will be paid in a lump sum as soon as practical following a change in control. With respect to those deferrals, the
definition of “change in control” will comply with the definition promulgated by the Internal Revenue Service
pursuant to Section 409A of the Code. o ‘ -

Avaya Im:' Savings Resloranon Pl'an L ! -

As described under —Pensxon Plans” above, the ASRP provides certain eligible employees, including
the executive officers named in the Summary Compensation Table, certain benefits otherwise limited under the
ASPSE as a result of limitations under the Code. The plan provides that certain allocations made pursuant to
the plan will be paid following a “change in control.” The definition of “change in control” for the purposes of
the ASRP is substantially similar to the definition used for the Avaya Inc. 2004 Long Term Incentive Plan. See

“—Avaya Inc. 2004 Long Term Incentive Plan” above. - .. ' . '

Severance Agreements

Effective September 1, 2004, each of Mr. Peterson, Mr. Thurk, Mrs. Craven, Mr. Scricco and Mr. McGuire
entered into agreements providing for certain severance benefits in the event of the termination of the employment
of such executive officer following a change in control, as defined in each of their agreements. These agreements
replaced prior agreements with each of those executives following an annual review conducted by our Board.

Mr. D’Ambrosio entered into a similar agreement effective September 1, 2004, but it was replaced with a new
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agreement effective November 1, 2006 following his election as CEQ. Under each agreement, severance is payable

upon a company-initiated termination or a termination initiated by the applicable executive officer with good

reason within two years following a change in control. The definition of “good reason” includes a reduction in that
_executive officer’s compensation, substantial change in that executive officer’s work location or the assignment

of additional duties inconsistent in any material respect with, or matenally greater in scope than, that executive: -

offi¢er’s duties and responsibilities immediately prior to such change in-control without an appropriate increase in
targeted compensation. The definition of change in control is substantially similar to the definition used for the.
purposes of the Avaya Inc. 2004 Long Term Incentive Plan See “—Incentive PIans—Avaya Inc 2004 Long Term

+ P

Incentive Plan” above; " N wrt o . L ¥

, ‘The agreements for each of the executlve ofﬁcers named i in the Summary Compensatlon Table other than o
Mr. D’Ambrosro and M. Peterson provide that they shall be entitled to two times the sum of thelr respectlve

annual base salarles and target bonuses. The agreement for Mr. D’Ambrosio provides, and the agreement.for Mr.

Peterson provrded that they shall be entrtled to three times the s sum of their respective annual base salaries and
target bonuses. By way of example, using their fiscal 2006 compensatlon figures, the named executive officers
would have béen entitled to maximum payouts ranging from $1,540,000-t0 $6,345,000 had the change in control
provisions of their severance agreements been triggered 'in fiscal 2006: 'In addition, these executive officers are
entitled to continuation of medical and life-insurance and, except for Mr:-Scricco, a pension enhancement payment -
for the period of severance! The Company will also generally pay to these executlve off cers an amount covermg
any excise tax on these benefits. © - s P : : - LN

t

[Each of these agreements has a term of one year and renews automatlcally eaph year thereafter unless
terminated by our Board. The Compensatron Commrttee annually reviews these agreements and will make a
recommendatlon to our Board whether or not these agreements should be contmuecl

B ¢
. [

Involuntary Separation Plan

The Avaya Involuntary Separation Plan for Senior Officers, effective October 13, 2001 and as amended
from time to time, is:designed to provide a specific paymént and certain benefit enhancements to eligible “Sénior
Officers™ of Avaya, its affiliated companies and subsidiaries in the event that their employment is involuntarily
terminated under certain conditions. As originally-adopted, ¢ligible “Senior Officers” included all senior officers
who reported directly to the CEO who are designated “At Risk” under the Avaya Force Management Program -
Guidelines! 'Mr. Peterson was not a participant-under the plan. A Senior Officer is “At'Risk™ if there is a company
initiated termination other than fof “cause,” which is defined as: (i) conviction (including a plea of guilty or nolo-
contendere) of a felony or any crime of theft, dishonesty or moral turpltude, (ii) gross omission or gross dereliction.
of any statutory or common law duty of loyalty to'Avaya; or (iii) any other violation of Avaya’s Code of Conduct.
“At Risk” does not include any termination that is'caused by or results from a change in control of Avaya, and, as -
a result, this plan does not apply where one of the agreements listed under “—Severance Agreements” above is
triggered. As originally drafted, in the event that a Senior Officer was involuntarily terminated by the Company
other than for “cause,” that Senior Officer was entitled to receive under the plan, upon executmg a termination
agreement and release, 150% of his final annual base salaty, along with certain other benefits to continue for a
period of-time post-employment; including, but not limited to, certain medical benefits, financial counseling and’
outplaceément services. In August 2006, the plan was amended to include thie amount of a Senior Officer’s STIP-
target in theseverance calculation and to permit the CEO to participate in the plan. In November 2006, the plan
was further-amended to modify. the definition of Senior Officers to include the CEOQ, the COO and any executive
officer reporting directly to the CEO or COO who has a target award percentage under the STIP equal to or greater
than seventy percent (70%).

vt oL e -
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SeparationAgreelmentsl TR L R A NORTY
Mr. 'PetersonvSeparanonAgreemem o . ! s - — T

On July, 24, 2006, the Company announced that Mr. Peterson stepped down as Presndent and CEO. Effective
as of that date, the Company and Mr:Peterson-executed a Separation Agreement'and General Release outlining
the terms and conditions regarding his termination of employment. Mr. Peterson remained Chalrman of the Board

through Scptcmber 30,2006. .

- Pursuant to his separatron agreement, Mr.. Peterson agreed to continue service as a non- executlve employee
of the.Company. for a-transition'period from:July 24, 2006 through and including December 31, 2006. As
compensatrop for hlS serv1ces durmg hlS transntlon per10d the Company agreed

‘. Pt S

T BRI T

(i) to continue to pay him at hlS then current rate of base salary through September 30, 2006 and to pay
. Iim an aggregate of $150,000 for the perrod from October 1, 2006 throngh his Separatlon date payable

PR
1n three equal monthly 1nsta|lments , .
Riy i [ L LN O LS N PRI

(i1)., to pay him an aggregate of $4, 230 00(] (less appllcable federal state and local \.Vlthholdmg taxes and

other approprrate deductrons) on the last busmess day prlor ‘o December 31, 2006 "

noL . --.{1:.',':
(iii) to contmue his eligibility to receive a bonus for fiscal 2006 in aceordance wrth the terms of" the b
_Company 5 STIP

e fer P ~; KL TRE P & l.,

(iv)-:to provide him with continued coverage under the Company s group health, vision and dental plans fora
+ .~ period of six months following his separation.date; s o T T o

(v) toprovide him with (a) financial counseling services for three months following ﬁis“seii'aféﬁon'da{e and
(b) outplacement services suitable to his posmon for a period of one year followmg his separatron date;

(vi) . to pay h1m $240 000 (less all appltcable federal state and local wnthholdtng taxes and other appropriate
. ‘deductions) to offset his cost of. purchasmg post- employment medical coverage forhimself and his
. " spouse,and A <o - Do, , _— N .
(vu) effectwe as of hrs separatlon date to accelerate the vestmg of 45, 489 réstricted stock umts granted to
him on October 27, 2005 (the remalnder of his outstandmg unvested restrtcted stock unlts and stock
‘ optlons ‘and vested but unexercrsed stock options contmued to be governed by thé terms and condmons

of the plans uiidér which they were granted).

In addition, during his transition period, Mr, Peterson continues to be entitled to participate in all employee
benefit plans to which he was participating as of July 24, 2006, Morcover, during that time period, he continues
to be entitled to the following: certain business related transportation; secretarial assistance; an office for use ina
Company facility; and home security services.

Under the terms of his separation agreement, Mr. Peterson agrees to refrain from using, misappropriating or
disclosing the Company’s proprietary information. In addition, he agrees that through December 31, 2007, he will
not, directly or indirectly, engage in certain competitive activities or solicit any of the Company’s employees or
customers.

Mr. McGuire’s Separation Agreement

On October 3, 2006, the Company announced that Mr. McGuire, its Chief Financial Officer and Senior Vice
President —Corporate Development, would retire from that position and as an executive officer of the Company
effective December 31, 2006. On Octaber 3, 2006, the Company and Mr. McGuire executed a Separation
Agreement and General Release outlining the terms and conditions regarding his separation from the Company.

‘ Pursuant to his separation agreement, after December 31, 2006, Mr. McGuire will become a non-executive
employee of the Company for a transition period from January 1, 2007 through and including March 30, 2007. As
compensation for his services during his transition period, the Company has agreed:
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(i) to continue to pay him at his then-current rate of base salary through March 30,2007; nogt o

' (i) to pay him a sum of $1,304,250 (less applicable federal, state and local:withholding taxes and other
appropriate deductions) on July 3, 2007, . .

v 1

(iii) to continue his eligibility to receivea bonus.for fiscal 2006 in.accordance with the terms of the.
Company’s STIP; = - te . G A T
(iv) to pay him a one-time lump sum payment of $350,000 (less applicable federal, state and local -
withholding taxes and other appropriate deductions) on July 3, 2007 as consideration for his agreement
to remain in the position of Chief Financial Officer and to assist in assuring a successful transition;..1" - *

(v) to provide him with continied coverage under the Company’s group health, vision and dental plans fora
“period of §ix months following his separation date; and + - e : -

g ‘. . a ! . ". ) ! --‘ . - . ’ ! . - ! ! 'ul
{vi) to provide him with (a) financial counseling services for three months following his separation date and
(b) outplacement services suitable to his position for a period of one year following his separation date.

In addition, during his tralrisi_;ion period, Mr. McGuire will continue to be entitled to participate inall '
employce benefit plans to which he was participating as of Octobér 3, 2006. Moreover, during that time period, he
will continue to be entitled to certain business related transportation and home security services. -~ . |
o . wdIndenthe terms ofihis.separation agregment, Mr. McGuire agrees, among other things, to reffain from using
misappropriating or disclosing the Company.s proprietary information. In addition, HE Agrees that, tHIOUgH AT {{#e—=""
1, 2008, he will not, directly or indirectly, engage in certain competitive activities or solicit any of the Company’s
employees or customers.

Proxy Materials

I R

COMPENSATION COMMITTEE INFERLOCKS AND INSIDER PARTICIPATION

The members of the Compensation Committee are Mr. Odeen (Chairman), Mr.-Landy, Mr. Leslie, Dr.
Stanzione, Mr. Wallman and Mr. Zarrella, Mr. Landy was first appointed to Avaya’s Board in January 2003 after
being nominated for election to our Board by the Warburg Pincus Entities in connection with the transactions
described under “Corporate Governance and Related Matters—Certain Relationships and Related Party
Transactions—Warburg Pincus Entities.”’ Mr. Landy may be entitled to indemnification by affiliates of the
Warburg Pincus Entities against certain liabilities that he may incur as a result qf serving as a Director of Avaya.

' ! v 'R
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<A : SUMMARY COMPENSATION TABLE -

The following table sets forth the compensation paid by us for services rendered in all éapécities during the
fiscal year ended September 30, 2006 to our CEO, each other person who served as CEO during fiscal 2006 and

our four other most highly compcnsated exccutive officers. : . y -
Annun.ICompensmion Loné-Ter-m Compensation |
-j . Awards
- ., Number of
! ' Restricted  Securities
"Other Annual ! Stock Underlying All Other
) : Salary Bonus Compensation  Award(s) Options Compensation
Name and Position: " Fiscal Year " ($) (%) () () # (0]
Donald K. Peterson, . ...... ... 2006 940,000 975,250 " 158,258(6) 1,004;386(7) _' 206,766 359,769(10)(11)(12)
Former Chairman, Presidentand 2005 940,000 — 09ss0e) 1 — 350,000 190,187(10)(11)
Chief Executive Officer(ly ™ 2004 " 940,000 200,300 75,909(6) R — T 49,106(10)(1 1)
. r - Bl . . i v N S 1'
Louis J. D’Ambrosio, ......... 2006 536,905 584,269 42,9616y 1,978,891(7) 4S|5,659 169,633(1'0)(1 1)(12)
Director, Presidemt and 2005 475,000 — 37.7132(6) catt — 115,000 32,254(10)(1 1)
Chief Exeeutive Officer(2) 2004 475000 664,000 37,659(6) — 125,000 39,240(103(11)(13)
Michael C, Thurk, . ........... T 2006 517,857 - 555,2.19 33,155(6) 1,789,151(7y 410,566  232,127(10)(1i1)}12)
_Direc!or and Chief Operating - 2005 475,000 — 37,5226) - C— 115,000 70,185(10)(11)
Officer(3) 2004 475,000 664,000 32,284(6) l' -— 125,000 2298501011
Pamela F. Craven,............ 2006 - L 390,000 454,278 35,439(6) 793,801(7) 167,792 145.295(10)(11)(12)
Chief Administrative 2005 385.846 — 36,599(5) — 85,000  127,825(10)11)(14)
Officer(4) 2004 378333 456,500 34,523(6) — 100,000 19,496(10%11)
Franeis M. Sericco, ........ ., 2006 475,000 335,113 83,576(6) 925,530(7) 194,902 181, 706(10{11)(12)
Senior Vice President — 2005 475,000 — 119.259(6) — 115,000 67.047(10)(t1)
Avaya Global Services 2004 242,663 827,400(8) . 40,733(6) - 1,558,000(9) 700,000 . .16,584(10)(11)
Garry K. McGuire,, . ......... 2006 470,000 331,585 62,212(6) 461,030(7) 94,909  230,944(10)(11)(12)
Chief Financial Officer and 2005 470,000 — 53,787(6) — 115,000 72,812(10)(11)
Senior Vice President — 2004 466,067 657,000 v 46,729(6) C.o— - 125,000 125,729(10)11)(15)

Corporate Development(5)

() Mr. Peterson stepped down as President and Chief Executive Officer effective July 24, 2006 and he retired
as Chairman of the Board cffeclwe September 30, 2006. He will rentain a non-executive employee through
December 31, 2006.

2y MrD Ambrosm became President and Chief Executive Officer effectwe July 24, 2006 and a Director
effective November 2, 2006. .

(3) Mr. Thurk became Chief Operating Officer effective July 24, 2006 and a Director effective November 2,
2006.

@)  Mrs. Craven became Chief Administrative Officer effective August 3, 2006.
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(5) Mr. McGuire will retire from his current position and as an executive officer of Avaya effective December 31,
, ‘2006 and w:l] rcmam a non- exccuuve employce through March 30 2007.

The executive ofﬂcers named above receive various perquisites prov1dcd by or paid for by the Company
pursuant to Company policies. SEC rules require us to disclose perquisites and other personal benefits,
securities or property for a named executive officer unless the aggregate amount of that type of compensation
is the lesser of either $50,000 or ten percent (10%) of the total annual salary and bonus reported for that
named executive officer. SEC rulés also require the Company to disclose each perquisite or other personal
— benefit excecdmg twenty-ﬁvc percent (25%) of the total pcrqmsnes and other personal beneﬁts reported for for

a named execuuve officer. However, in an effort to promote transparency in disclosure, ‘the Company has
. provided pcrqu:sne mformatlon regardless of whether or not those thresholds have been met.

©

Perquisites receivcd may include financial counseling services, personal use of Company aircraft, automobile
allowances home secunly momtormg and_power backup systems, personal use of company automobiles,
certam temporary housmg expenses and company-provided physu:al examinations. Amounts shown for all
perqu151tes other than automobile aliowances and personal use of Company automobiles include gross up
payments equal to the taxes payable on those perquisites. Effective November 1, 2006, the Company also no

longer provides gross-up payments for personal use of Company aircraft.

Perquisites received are as follows:

Personal Use
of Company

Financial  Personal Use
Counseling of Company Automobile Home

Services Aircraft (a) Allowance  Security Automobiles(b) Other
Name - Fiscal Year (%) ($) (%) $) %) (3)
Donald K. Peterson . ......... 2006 o 23,299 109,587 16,800 6,783 1,789 =
2005 30,000 55,870 16,800 3,185 3,695 —
2004 - 30,000 23,381 16,800 3,223 1,701 804(c)
Louis J. D’Ambrosio. . ........ 2006 20,000 — 16,800 — 646 5,515(d)
2005 20,000 — 16,800 932 —
' . 2004 20,000 — 16,800 859 —
. ' i N
"Michael C. Thurk .. .......... + 2006 16,216 —e) 16.800 139} —{(e}
2005 16,216 4,242 16,800 264 —
AL ' 2004 15,215 — ! 16,800 - 269 —
Pamela F. Craven . ....... e 2006 18,639 - - 16,800 — —
2005 18,639 — 16,800 1,160 —
2004 17,489 — 16,800 234 —
I Loh L . ; .
Francis M. Scricco........... , 2006| 14,911 | 2887 16,800 407 - 48,571(H
o ) 2005 20,000 2,188 16,800 — 1,067 79,204(f)
2004 6,296 8}5 9.800 - 4,097 19,705(f)
TR T e e T ' vl oL R !
Garry K. McGuire ........... 2006 20,000 6,929 16,800 4,784 't 1,250(d)
o e 1;005 20,000 . 9502 - 16.800 4,549 —
2004 20,000 — 16,800 4,496 —
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The Company does not require its executive officers to use the corporate-aircraft.for their personal
travel For flscal 2006 thc Board of Directors established an annual cap on the number of hours that

‘the corporate alrcrafl may be uscd by its cxecutive officers, mcludmg Mr! D’Ambrosm at one hundred
' (100) hours in the aggregate of actual ﬂ1ght ume Personal use of the company aircraft by the CEO and

. the Company 3 other executlve offlcers 1nclud|ng the named executwe offlcers durlng ﬁscal 2006

2005 ‘and 2004 represented approx1mately 5%, 4% and l% respectlvely, of the total ﬂlght time durlng

sk 4

each of those years —_— . oo

Celr ’ o . .'.'. e 'I)J- . Attt o o, ." .,

! Values indicated reflect the 1ncrementa] cost to the Company tlncrcmental cost is calculated based

1 v ¢ ¢ : .onthe average cost of fuel, maintenance, engine insurance, handling and landing fees, contract

r

fl"f‘ ]

L]

!

PN e

personnel, and other travel and living expenses. Since the corporate aircraft are used primarily for
. busmess purposes, the values exclude fixed costs which do not change, based on usage, such as the
cost to lease the alrcraft and p1lots and other employees salarles beneflts and trammg .

St
.

+ " lnfiscal 2006, the Company began 1nclud1ng in‘its.increméntal cost calculatlons costs associated

-+ with “deadhead” legs.(that is where no passengers were on the'aircraft for a segment of the flight

plan), attributable to personal travel. In addition, in fiscal 2006 the Company began including

in its calculations the tax deductions lost by the Company as a result of personal use of the

Company aircraft."As a result, amounts shown for fiscal 2006 mclude “deadhead” legs and lost

corporate tax deductions and are not comparable to those for fiscal 2005 or 2004, For’ comparanve

. purposes, set forth below is the total number of hours the corporate aircraft were used for personal

bt travel. by each of the.-nanied executive officers for each of fiscal 2006, 2005 and 2004 excludmg
“deadhead” legs: co e e e 0o

n oML ! RS AL * sate [ 1

i o EGTHours - MoV L.
»3- Name - ° Tooona e el 2006+~ 42005 2004 o

SRR "‘“I' DonaldK Peterson!...'n..-.--;.-....'.-f..’..-. peesotd 29 40 L3 214 00

l ),(C) ’

oy

R - T Ty A Do o o
* Michael'C. Thurk . .. ... P ST e L AR
L PamelaF Craven .. ...". A PR Ce a

‘Francié M.’ Scncco..{'.l.'.‘g'. e TR A
GarryK Mchre A UL o AR "5._ H—

. \ ' B r Vi, e
Wlth respect to company owned vchtclcs values have becn determmed by a formula Wthh .applies cost-
per-mile based on the prior fiscal year’s aggregate cost Lo the Company Costs include fuel, drtvers
‘salaties'and bencfits: vehicle Ieasc maintenance, and othcr codts related to mamtammg ‘and operatmg
the vehicles. With respect to third party vehlcles (e.g:; car serwces) values represent the amounts
invoiced to the Company by thosc third. partles i

1. ' ' . " '-‘

-Represents payments of above market interest on deferred compensatton payable w1th respect to deferred

- compensation accounts that were assumed by Avaya.in connection with the separation from Lucent,

(d)
a (e) +

which accounts have since been distributed. L
Represents the costs of company-provided physical examinations., . , | W o. al

Consistent with IRS regulations, the costs associated with' ise of the corporate an’craft and company-
provided ground transportation for travel by Mr. Thurk from his office in Massachusetts to our
_corporate headquarters in New Jersey were allocated as business expenses:for fiscal 2006, 2005 and - |
2004, respectively. Similarly, consistent with [RS regulations, the costs associated with temporary
housing provided to Mr. Thurk while in New Jersey also were treated as business expenses for those
years. Therefore, amounts indicated above do not include the costs associated with that aitcraft travel,

" ground transportation or-temporary housing during those years. During fiscal-2007, Mr, Thurk’s |,

principal office changed from Massachusetts to New Jersey following his election as COOQ. As a result,
any such travel by Mr. Thurk to and from Massachusetts and our corporate headquarters in New Jersey
and any such temporary housing costs will be treated as personal benefits and included as compensation
carned beginning with fiscal 2007.
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(f) 'Representsatemporary housing allowance. - v Coa

(7} Amounts for 2006 are calculated based upon 90,977 restricted stock umts granted to Mr, Peterson , 41,760
Vo restrrcted stock units granted to Mr. D"Amibrosio, 41 ,760 restricted stock units granted to Mr. Thurk 29,828
' restrlcted stock units granted to Mrs, Craven, 41,760 restricted stock units granted to Mr. Scricco and 41,760
restrlcted stock units granted to Mr. McGuire, respectively, on, October 27, 2005 at a closing price of $11,04;
and 50, 000 restricted stock units granted to each of Mrs. Craven and Mr. Scrlcco on August 3, 2006 ata
closing price of $9.29. In connection with their elections as CEO and COO, Mr. D’Ambrosio and Mr. Thurk
received one-time awards of 162;338-and 142,045 restricted stock units,.respectively, on July 26, 2006 at a
closing price of $9 35. Holders of these restricted stock units are not entitled to receive dividends on their
, . awards. ' L ST T Lt - .

The total number of restricted stock units held by Mr. Peterson, Mr. D’Ambrosio, Mr. Thurk, Mrs. Craven,
Mr. Scricco and Mr. McGuire on September 30, 2006 was 90,977, 204,098, 183,805, 79,828, 191,760 and
41,760, respectively. The value of these restricted stock unit holdings on that date was $1,040,777,.$2,334,881,
$2,102,729 $913,232, $2,193,734 and $477,734, respectively, based upon the closing price of Avaya Common
Stock on the NYSE on September 29, 2006, which was $11.44 per share.

(8) Includes a payment of $250,000 made pursuant to Mr. Scricco’s offer of employment. Mr. Scricco

commenced services with Avaya on March 29, 2004.
r

(9)  Amounts for 2004 are calculated based upon the receipt by Mr. Scriceo of an inaugural grant of 100,000
restricted stock units on March 29, 2004 at the closing price of $15.58. Mr. Scricco is not entitled to receive
dividends on these restricted stock units.

. {10) In 2006, company contributions to the qualified savings plan and allocations to accounts under the ASRP for
Mr. Peterson, Mr. D’Ambrosio, Mr. Thurk, Mrs. Craven, Mr. Scricco and Mr. McGuire totaled approximately
$56,400, $19,538, $29,972, $23,400, $28,500 and $28,200, respectively. In 2005, company contributions to
the qualified savings plan and allocations to accounts under the ASRP for Mr. Peterson, Mr. D’Ambrosio,
Mr. Thurk, Mrs, Craven, Mr, Scricco and Mr. McGuire totaled approximately, $182,424, $31,180, $67,290,
$50,150, $63.144 and $67,620, respectively. In 2004, company contributions to the qualified savings plan
and allocations to accounts under the ASRP for Mr, Peterson, Mr. D’Ambrosio, Mr. Thurk, Mrs. Craven,

Mr. Scricco and Mr. McGuire were approximately $42,300, $15,325, $20,350, §17,100, $l4 560 and $21,150,
respectively. For additional information on the ASRP, please see —Pensmn Plans” above. The ASRP was
not lrnplemented until 2004, :

(11) Includes $8 369 31, 095 $3,155, $2.,895, $4 206 and $5,744 for insurance premiums paid on behalf of each
of Mr. Peterson Mr. D’Ambrosio, Mr. Thurk, Mrs. Craven, Mr. Scricco and Mr. McGuire, respectlvely, for
| / 2006. Includes $7,763, $1,074, $2,895, $2.635, $3,903 and $5, 192 for insurance premiums paid on behalf of
each of Mr. Peterson, Mr. D’Ambrosio, Mr. Thurk, Mrs. Craven Mr. Scricco and Mr. McGuire, respectrvely,
“+for2005. Includes $6,806, $971, $2,633, $2,396, $2,024 and $4,579 for insurance preriurns paid on behalf of
‘ each of Mr. Peterson, Mr. D’Ambrosio, Mr. Thurk, Mrs. Craven Mr: Scrrcco and Mr. McGurre respectrvely,
for 2004.

(12) Includes 2006 payments under the Tenovis Special Incentive Plan in the’amourts of $295,000; $149,000,
| : $199 000, $119,000, $149,000 dnd $197,000 to Mr. Peterson, Mr. D’Ambrosro Mr. Thurk, Mrs. Craven, Mr.
" Scricco and Mr. McGuire, respectlvely PR S

(13)" Includes a relocation allowance in the amount of $22,944 for Mr. D’Ambrosm in 2004 mcludmg the
approprlate tax gross-up (O L ¢ - .

(14) Includes a $75 000 “spot” award to Mrs, Craven for performance durmg fiscal 2005

(15) Includes a $100,000 “spot” award to Mr. McGuire for performance during vflscal 2004, -
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LONG-TERM INCENTIVE PLANS—AWARDS IN FISCAL 2006

o ' Shares, Units -

. v ’
IR Y [ [ (]

Name

Performance or

Donald K. Peterson. . ...............
LouisJ D‘Ambrosio...........L...-.

Michael C. Thurk ..................
Pamela F. Craven ... ......... .0 "
Francis M. Scricco . ... ... .......
Garry K Mchrc .................

Y

will be forfeited and cancelled.

L= - . T

41,760 10/I/2005 9/30/2008' 20,880 41,760

J

i R

(1) - Represents grams of restricted stock units durmg ﬁscal 2006 made, under.the Avaya Inc. 2004 Long—Term ..
Incentive Plan.. The restncted stock units are pcrformance vesting wnh a one-year EPS target for fiscal 2008.

»  The percentage. of restricted stock units that may vest will vary depending on the actual EPS’ calcu]ated for
fiscal 2008, subject 10 a minimum target below which no restricted stock units will vest, 1fa cumulatlve ,
.lhree -year, EPS target for flscal 2006, 2007 and 2008 Is not achleved then aII of these restncted stock umls

OPTION GRANTS IN FISCAL 2006

Number of Estimated Future Payouts Under
4 .Other Period Until, . #t,* - Noon-Stock Price-Based Plans
or Gther .  Maturationor, ¢ .Threshold Target .. Maximum
Rights(1) Payout #) (#) {#)
90,977 10/1/2005 - 9/30/2008 45,489 90,977 136,466
41,760 10/1/2005 - 9/30/2008 20,880 41,760 62,640
. ‘41,760 10/1/2005 — 9/30/2008 20,880 41,760 62,640
29,828 10/1/2005-9/30/2008 14,914 29808 4474
41,760 10/1/2005 — 9/30/2008 20,880 41,760 62,640

62,640 .

The following table sets forth information concerning individual grants of stock options made under the Avaya
Inc. 2004 Long Term Incentive Plan during fiscal 2006 to each of the executive officers listed in the Summary

Compensation Table.

Individual Grants

Number of 2, of Total Potential Realizable Value
Securities  Options Granted at Assumed Annual Rates of
" Underlying  to Employees  Exercise or Stock Price Appreciation for

Options During Base Price  Expiration Option Term($)(2}
Name Granted Fiscal 2006 ($/SH)(I) Date 5% 10%

Donald K. Peterson. . ........ 206,766 3.2% $1L.175 10/26/2012 § 901,373 $2,137,720
Louis J. D’Ambrosio. . ....... 94,909 1.5% $10L175  10726/2012 § 413,745 § 981,249
360,750 5.5% $ 9240  7/25/2013 $1,412,837 $3,239,717
Michael C. Thurk . .......... 94,909 1.5% $11.175  10/26/2012 § 413,745 § 981,249
' 315,657 4.9% $ 9240  M25/2013 $1,236,236 $2,834,759
Pamela F. Craven ........... 67,792 1.0% SIL175 10/26/2012 5 295,532 § 700,890
100,000 1.5% $ 9300  8/02/2013 § 377,196 § 880,358
Francis M. Sericco .......... 94,909 1.5% $11.175  10/26/2012 § 413,745 § 981,249
100,000 1.5% $ 9300  8/02/2013 § 377,196 § 880,358
Garry K. McGuire .......... 94,909 1.5% S1L175 10/26/2012 § 413,745 § 981,249

(1) Inaccordance with the Avaya Inc. 2004 Long Term Incentive Plan, stock options are granted at the average of
the high and low price of a share of Common Stock on the NYSE on the date of grant.

(2) The potential realizable value uses the hypothetical rates specified by the SEC and is not intended to forecast
future appreciation, if any, of our Common Stock price.
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-a The followmg table sets forth mformatlon concernmg each exerc1se of stock options during fiscal 2006 by

each'of the exécutive officers listed in the Summary Compensatlon Table and the value of unexercised options as

of September 30, 2006.. I S - .
LR 8 i o0 "".v,rl‘.. o 1 - 4
uot . e PO T PR ' NumberofSecuri_ties,. TR
- RN O T PR DY =+ Underlying anueofUnexerclsed
e v b s o Unexercised Options In- the-Money Options (S)(l)
AR ¢ [ LY ‘I‘Jm;lb'er I f e -
' ‘ g of Shares S (LI
) ” e, :‘ Acqq-'i"'Edon l Value : ool e e fity b ." Ty
Name Exercise Reallzed (8) Exercisable  Unexercisable Exercisable  Unexercisable
Donald K. Peterson. ... .. ... 552,000 4,604,238 5,089,883 277,599 7,652,309 649,624
- 150,000 1,291,500° - 787,500 ° 'S18,159 - 4,790,625 1,365,676
ar -"_"-.1“"' : R ’L] 074‘722 " "452,23} s, 050 727 - 1,071,266
" 105,007 7 <867, 30q 15138333777 184,459 1,392,381 . 1372634
Franc1s M Scr1cc0 ......... ' ;!"“ 'I—‘ o —' 815 000 “ 194 909 ! lli L ’— ’ 23?,151
Garry K McGulre ......... ‘204,000 ' 1:759,293 l 588 500 132 409 3 276 840 3'41',651

(1} Calculated using the fair market value of a share of Avaya Common Stock on September 29, 2006, which was

o 3
$11.44 per share
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- AAYA

211 Mt. Airy Road . - 1 v . -.r
Basking Ridge, New Jersey 07920

2006 ANNUAL REPORT TO OUR SHARE‘HOL.]SERS

¥ ¢

This 2006 Annual Report to our Sharcholders (“2006 Annual Report™) contains an overview of Avaya's
business, as well as information regarding Avaya’s operations during fiscal 2006,and other information that our
shareholders may find useful. Our 2006 Annual Report includes certain items from our annual report on Form
10-K for the fiscal year ended September 30, 2006 filed with the U.S. Securities and Exchange Commission (the
“SEC”) on December 8, 2006 (the “2006 Form 10-K”) such as Management’s Report on Internal Céntiol Over
Financial Reporting and the Report of Independent Registered Public Accounting Firm. Please note, however, that
the 2006 Form 10-K is not incorporated by reference into this 2006 Annual Report. . . .

. o N Lo, - o,
. Note About Forward-Looking Statements o ,
Qur disclosure and analysis in this 2006 Axnual Report and in our 2006 Form 10-K each coritain some'.
Jorward-looking statements within the meaning of the Private Securities Litigation Reform Act of 1995; Séction 274
of the Securities Act of 1933 and Section 21E of the Securities Exchange Act of 1934.. Forward-looking statements
give our current expectations or forecasts of future events. You can identify these statements by the fact that they
do not relate strictly to historical or current facts. They use words such as antrczpate " “estimate,” “expect,’
“project,” “intend,” “plan,” “believe” and other words and terms of s Stmtlar meaning in connection with any,
discussion of. furure operating or fi nancial performance. From time to, nme we also may provide oral or wr:tten

forward looking statements in other materials we release to the public.

Any or all of our forward-looking statements in this Annual Report, in the 2006 Form 10-K and in anly

other public statements we make may turn out to bé wrong. They can bé affected by inaccurate dssumptions we’
might make or by known or unknown risks and uncertainties. A detailed discyssion of these and other risks,and
uncertainties that could cause actual results and events to di iffer matenally Sfrom such forward-looking statements
is included in Item 14 “Risk Factors” of the 2006 Form 10-K. Consequently, no forward-looking statement can

be guaranteed dand you are cautioned not to place undue reliance on these forward-looking statements. Actual
Suture results may vary materiafly. Except as may be required under the federal securities laws, we undertake no -
obligation to publicly update forward-looking statements, whether as a result of new information, future events or

otherwise. You are advised, however, to consult any further disclosures we make on related subjects. in our reporis
to the SEC. '

A. BUSINESS

Overview . ‘ .

We provide communication systems, applications and services for enterprises, including businesses,
government agencies and other organizations. Our product offerings include Internet Protocol (“1P™) telephony
systems and traditional voice communications systems, multi-media contact center infrastructure and applications
in support of customer relationship management unified communications applications and apphances such as IP
telephone sets. The Company supports:its broad customer base with comprehensive global servicé offerings that

enable our customners to plan, design, impl¢ment, monitor and manage their communications networks.
. [ v ! R ' . . - T
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Operating Segments

We offer a broad array of communications solutions, comprised of hardware, software and services, that
enable enterprises to communicate with their customers, suppliers, partners and employees through voice, web,
electronic mail, facsimile, web chat sessions and other forms of communication, across a broad spectrum of
devices. These devices include telephones, computers, cell phones and personal digital assistants.

Our software and hardware portfolio includés products:

¢  we have developed internally,
A . ) 1Y ' [
*  we have obtained through acquisitions,

s . manufactured by. third parties that we resell or license as components ¢ of our offering_s, and

e - we have developed through’ our strateglc alllances with other technology leaders.”

4 .

Our products rangc from commumcatlons solutlons demgned for multmatlonal enterprlses with multlple
locations worldwide, thousands of employees and-advanced communications requirements to communications .
solutions designed for businesses with fewer than ten employees: L .

The Company reports its operations in two segments—Global Communicatiéns Solutions (“GCS™) and |
Avaya Global Services (“AGS”)—whlch are discussed in more detail below. Because many of our customers who
purchase equipment and license applications d:rectly from our GCS segment ‘purchase contracts to implement,
integrate and service the equipment and applications from our AGS segment, the performance of our AGS segment
is related.to the performance of our GCS segment.

Historically, sales of our traditional enterprise voice'communication solutions represented 4 significant
portion of our revenue. Revenue geher@t'éd by these systems has been declining, however, and as described more -
fully below under “Global Communications Sé)lutions?e’grﬁfent,” we aré focused on the sale of IP telephony
solutions to existing customers ‘and the migration of our'new and existing customers’ networks from traditional
voice communications systems to IP telephony solutions. If we are successful in implementing our strategy, we
believe that sales of IP telephony solutions will in¢rease, as adoption of [P tele'oholly by enterprises becomes more’
widespread. Although the maintenance revenue for traditional telephony systems has declined, this decline is being
partially offset by new revenue generated by services offers targeted at the IP tclephony environment.

For the fiscal years ended September 30, 2006, 2005 and 2004, the percentage of total revenue contnbuted by

each class of snmllar products, appllcanons or'services is as follows .

1 . . . S T T Y Perccntnge of Consolidated Revenue. . ...
T T . - -2006 | 2005 2004 .oy,

*  Large communications systéms-. ..oy R0 <l 0 0 34% 0 0T 32% 0 < 30%: ) '
Small communications systems ..\ 3L 7% T% - 6% '
Converged voice applications ................... 12% 12% 13% to
Other ..........cooiinn. .. e 1% 1% 1% ‘

Total Global Communications Sotutions........ 54% 52% 50% -
Maintenance. . . ... ... ... .. i 29% 30% 35%
Implementation and integration services .......... 10% 10% 9%
Managed services .,........ .. N s 0 3% L0 0 T% . 6% .

“ . Other...... i e R v 0% o 1% 0%

- Total Avaya Giobal Services .. ... A Lo 46% 1 48% 50% - =
e St b a0 00w L

o T N L N T SO T B
Piease see Note 15, “Operating Segments,” to our Consolidated Financial Statements, for more financial
information regarding our operating segments.
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Our GCS and AGS segments, which are discussed in more detail below, were reorganized at the beginning

of fiscal 2007. The descriptions set forth below describe these two segments as they are currently organized. The
organtization of these two segments during fiscal 2006 was substantiatly the same as was described in Avaya’s
Form 10-K for fiscal 2005, filed with the Securities and Exchange Commission on December 13, 2005.

Global Communications Solutions Segment !

"-Our GCS segment is focused on the sale of communications systems, equipment and applications to our
enterprise customers. Qur pnmary offerings for this segment include 1P telephony solutions and traditional voice
communications solutions. ‘multi-media contact center infrastructure and applrcanons in support of customer

‘Telationship management, unified communications applications and devices, such as IP telephon scts. A unique -
feature of our strategy is our ability to help customers migrate from traditional voice communications systems

to a converged network that provides for the integration, based on IP technology, of voice, data, video and other
application traffic on a single unified network containing both wired and wireless elements. IP is a type of .
protocol, or set of standardized procedures for the formattmg and tlmmg of transmission of communlcatlons
traffic between two devices.' - ’ "

+

We believe the 1mplementatlon of a converged network can proyvide srgmﬁcant bencfrts to an enterprise in a
number of ways. These benefits include: - S . ) .

LA reduced costs through the use ofa smgle unrﬁed network;

. T srmphfled admmrstratron and lower costs. for moves adds and changes C . R
*  least cost routing techniques for call processing;

‘s ‘increased worker productiv‘ily'resulting from enhanced wired and wireless network access to all
communication channels, such as voice, c-mail and fax, from an array of dewces mcludmg computer
¢ telephone cell phone, fax'machine and personal dlgltal assistant; = * ¢

¢  enhanced business performance through the mtegratlon of lP telephony ‘with other communications
applications, such as voice messaging, e-mail, unified communications and contact centers, and third-
_party business apphcatrons such as those that facrhtate supply chain management and work flow
processes; and

. . ‘ ' BRRY s L * ! .
B helping customers to improve their ability to serve their customers.

Acguisitions and strategic alliances have also played a significant part in the growth and development of our '
GCS segment. For examiple, in fiscal 2005 we acquired Tenovis, a European leader’in the provision of enterprise '
communications systems and services. This a¢quisition significantly mcreased ouT size and scale in Europe and
positidns us to capitalize on theé acceleration in adoption of IP telephony i in Europe. In fiscal 2005 we also acquired
Spectel ple, a leader in audio conferencing solutions. This acquisition enabled us to continue to expand our,
capabilities in audio conferencing, which we believe is a core business communications technology. = - o

- We have formed strategic alliances with a variety of compames in areas where we believe that we can gaina

competrtlve advantage by collaboratmg _ E . "
o .

Converged Commumcarwns Division. We are a worldwrde leader in enterprrse telephony, which we define
as the market for traditional voice telephony and IP telephony.

1 . . B

'

Our suite of IP telephony offerings includes: ., r " -

e * Communication Manager, our voice application software that manages ‘call processmg, facilitates
' “sécure customer mteracnons across a varlety of medla and supports a range of Avaya and thrrd-party
appheatlons :

o

e media servers, which put voice applications such as call processmg on the customer’s local area
network;

III-3
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¢ “niedia gateways, which support traffic routing between traditional voice and IP telephony systems,

_providing enterprisés with the flexibility to implement a new IP telephony solution or to “IP-enable” o
their existing voice comimunications system thereby helpmg o preserve ex1st1ng communications
technology investments; * : :

s

“e g suit’esbf’-rﬁana‘gement tools that supports complex voice and, data network infrastructures; and

* our Session Initiation Frotocol (“SIP”") Enablement Services solution, enabling standards- based real
' trme multi-modal communication with features such as user presence and instant messaging within the
secure enterprise network 1nclod1ng the ability to support voice communication with existing Avaya
analog, digital and IP devices. . '

7

Uy . . , e .
We-also offer traditional voice communications systems, although thé market-for these systems is deelmmg
and we are focused on the mlgratlon of customers’ traditional voice commumeatlons systems to IP telephony

solutions. "+ -~ B e

Y @mSeer'}%pphcano JD:wsmm ThlS d1v1510n is focused on mfrastructure and apphcatmns for
multimedia contact centers that fac1htate and enhance \TEFaclions in an-enterprise with custofhers, partners - - -
suppliers and employees. Our contact center product offerings are software and hardware systems and software -
applications for customer contact centers, assisted or self-service, which are the foundation of many customer sales
and service offerings. Avaya’s offerings support routing and managing customer interactions via telephone, the
web and e-mail, as well as outbound calling and voice self-service. Our strategy is to enable enterprises to interact
with customers in an efficient and effective way beyond the boundaries of the traditional contact center, such as in
branch offices, in homes and in other departments. o :

i

Avaya Customer Interaction Suite offers a suite of intelligent call routing alternatives that can accommodate
single call centers or multiple call centers through “virtual” routing over a ¢onverged network. Calls can be routed
to customer care agents or self-service applications based on a variety of criteria or business rules, including call
volume, workload, agent language, subject matter expertise or across time zones or countries and, in each case,
routing is transparént to the end customer. Qur suite also includes data for reporting and analyt1cs that provide
insight on resource utilization-and the efficiency and effectiveness of a center.

Unified Communications Division. We define Unified Communications as a highly. productive unified user
experience providing a seamless interface across all communications types, applications, and devices. The Avaya
family of Unified Communications offerings supports virtual teams and increases personal productivity using
business rules,and presence-based technology to connect the right people at the right time in the most efficient
way, enablmg customers to access all enterprrse commun1cat1ons capab111t1es from PCs mobile phones and via
speech access. The Unified Commumcatrons portfolio meludes Modular Messaging, Multimedia Conferencing,
Video, Avaya Commumcattons Portal, Soft Clients technology, and the Application Enablement Server platform.

Our Unified Communications offerings, such as IP Softphoné with instant messaging, video, voice mail, and
“click to call” capabilities, are ideal for the telecommuter and mobile worker. Thesé¢ offerings, coupled with voice -

~and web conferencing, create a set of productivity tools for an effective office without-boundaries. Avaya Modular

Messagmg and Message Networking solutions give users a single mailbox for voice, emarl and fax vrsually

presented through their favorite email client, either Microsoft Outlook or IBM Lotus Notes. Speech access to
email, voice mail, calendar and-dialing from directory p]us “fmd me features provnde users with the tools reqmred
to conduct business anyplace, anytime, anywhere. ‘ o b

t4

b . ¢ e

Appliances, Mobile and Small Systems Division. The Appliances portfolio consists of a cofmprebiensive:
line of IP and traditional TDM telephones, in-building wireless devices and phone accessories. Our mobile
device software appllcatrons like Avaya’s Extension to Cellular solutlon which transparently bridges calls to any
cell phone regardless of location or wireless service prov1der are targeted at extending the reach of enterprise
communications irrespective of device or location. The latest member of the Avaya desk phone famrly is the

u [ . . LI
i . PR
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Avaya one-X™ Deskphone Edition launched in June 2006. This product family provides a simple and easy to use

cell-phone-like user interface, modular design to provide investment protection, international styling and hlgh
fidelity audio.

Small Systems is focused on commumcanons products and appltcattons for small and medium-sized
businesses. Our primary offerings include TP telephony solutions and tradmonal voice systems, as well as a host
of applications, including messagmg, contact center, moblllty, and conferencmg, among others. Our products and
applications provide enhanced communications capabilities to customers with fewer than 100 employees and in a
wide range of industries and market segments. - - - : ce t.

In Septcmber 2003, we acquired Nimcat Networks a prowder of peer—to peer commumcatlons software
designed to run in IP telephones rather than on a central server. Avaya s one-X™ Quick Edition is built on ‘
the 1echnology acquired with Nimcat and was launched in March 2006 This product was designed with the
unique needs of the end user in mind, targeting ‘customers with small locations who are seeking basic telephony
functionality, combined with low total cost of ownership. In addition to this technology and the ability to tap into
a previously under-served segment, the Nimcat acquisition brought to Avaya a research and development center
located.in Ottawa, Canada. . - [ :

v

Avaya Global Services Segment oo

Our AGS segment is focused on supporting our customer base with comprehensive end to end global service
offerings that enable our customers to plan, design, implement, integrate, monitor and manage their converged
communications networks worldwide. b

Our broad portfolio addresses the following business needs of our customers:

.

Business communications strategy development and planning. We help our customers define
communications strategies that support their business operations utilizing techno]ogles that are best suited to their
businesses, including creating infrastructure and integration roadmaps, designing architectural frameworks and
developing transformation and migration plans. The strategies are deve]oped through a collaboratlve effort with the
objective of maximizing technology investments through network opumlzanon and leveragmg communications for
strategic, competitive advantage.

Applications design and integration.  Through operation, implementation and integration specialists
worldwide, we help customers leverage and optimize their multi-technology, multi-vendor environments through
the use of contact centers, Unified Communications networks, and IP telephony with the goal of enhancing their
communication with customers, partners, suppliers, and employees and improving operational efficiency.

Migrating to IP. Through our team of [P migration specialists supported by our industry-leading Avaya
ExpertNets« VolPAssessment Tool, we are able to provide a single point of accountability and a full range of -
service offerings to help our customers develop migration plans to lP telephony, assess network readiness, and
address issues 'of network optimization and secunty

Securing communications networks and ensurmg continuity. Our spec1al|sts workmg with government,
defense intelligence, and disaster recovery agencies usc documented methodolog,nes to help customers reduce
risk of unauthorized network intrusion and denial of service attacks, protect customer information, and maintain
continuous communications by identifying vulnerable points in their communications networks and developing
disaster recovery plans. Qur telephony systems have been certified by the Joint Interoperability Test Command on
behalf of the Defense Information Systems. Agency In addition, Avaya telephony products are used throughout the
U.S. government, including agencies which require the highest degree of rehablllty and security.

Day-to-day communications support aind network monitoring. Our serwces team supported by extensive
tools and technologles such as Avaya Expert Systemssu Dlagnostlc Tools, monitors and optimizes customers’
network performance ensuring avatlablllty and keeps communication networks current with the latest releases. In
the event of an outage, our services team helps customers to restore théir networks.

I11-5
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« Managing business communications solutions.. Our portfolio of Global Managed Services solutions provides
expertise in managing complex multi-vendor, muiti-technology.networks and delivering voice applications over'.
the network. These solutions range from simple services on existing enterprise networks—such as backing up.-+ -
systems, detectrng and resolving faults and performmg moves, adds, and changes—to comprehensrve engagements

that provide secure husiness, commumcatrons support and management of large enterprise VOICE, networks and .
s S el L e T 2 st fgaade A de 1y g

migration of those networks to new technologios. We aiso provide oidémand solutions that allow’ delrvery of
hosted vorce applrcatrons to'end users over telecommumcatron servrce provider networks -

AGS has complemented our customers’ busrness communications capabrlrtres through our Global Managed
Services Offerings, including IP Converged Solutions (fully managmg and migrating complex business
commuiiications rnfrastructures to client specrfrcatlons) Managed Applrcalrons {consulting, desrgntng, and
managlng our customers’ contact center & conferencmg apphcanons) lP Support Servrces (remotely managmg IP

telephony) and Avaya On Demand (delrverrng hosted Avaya appltcatrons over the network) ‘ .
» - e J '

. Our hosted offerings allow customers to adopt, procure and rmplement converged business communication it
solutrons in a network-based, on-demand model. These ‘solutions are delivered'in cooperation'with+ -, -y, -
telecommunications service providers, such as carriers and other third parties. The on-demand solutions are’ -
designed to reduce the risk and expense in deploying next generation business communications solutions while
shortening the time to achieve the benefits of these new applications. o

r"l |

. Globalization. Our AGS service centers are staffed to supply expertise o our customers on a full range
of products 24 hours a day throughout the world. A global knowledge.sharing system provides our service = ,.-h.
representatives with the skills and information they need to solve problems quickly and effectively. AGS suppiies
our business partners with a range of optlons [ Supp!ement therr own capabrlttres $0 that each customer is ensured
quality support leveraging all of Avaya s capabrlrtres

We continue to focus on upgradrng our services sktlls to delrver best-in-class services. This requires us to
continue to'enhance” our services orgamzatlon s ability'to sérvice more complex, multr-vendor IP nctworks versus
traditional closed, proprietary TDM networks, and in general ensure that there is a sufﬁerent Tevel of serv1ce
technicians with IP skills and skrlls in other emergmg technologies. It also means trarnmg our services employees
or hiring new services employees to ‘service new products and applications and taking other measures to ensure we
can deliver consistent levels of service, in particular to our multinational customers on a global basis.

‘ v L. e 4o [ '

Products,ApplieationsandServices N R P U St

We are a leadmg provrder of commumcatrons solutrons compr1sed of equrpment hardware, software and
services that help enférprises Transform their businesses by redefining the way ‘they work and interact w1th thelr
customers, employees, business partners, suppliers and others. Our strategy is 10 ¢volve our communication .
solutions into intelligent communications. A key component of our strategy is to leverage our substantial _*
experience and expertise in traditional voice communications systems to capitalize on the transition of these
traditional voice systems to Internet Protocol (“1P”), and the adoption of IP telephony solutions. We believe our
eomprehenswe suite of [P telephony solutions, communications applications and appliances, as supported by our
global servrces orgamzatron and extensrve network of busmess partners transforms the enterprise commumcatrons
system into a strategtc asset for busmesses by enablmg them to communicate to ‘anyone, at any place at any ttme
and in any way” they thoose. o B

- We support our broad customer base with comprehenswe global services offermgs that enable our customers
to plan, design, implement, integrate, monitor and manage their communications nctworks. We believe our global
services organization is an important consideration for customers purchasing our-products and applications and
is a source of significant revenue for us, primarily from marntenance contracts. The skilled professionals of our
servrces s organization, together with our network of businéss partners and our abtlrty to diagnose customer network
faults remotely, can provrde 24-hour-a- day, seven- day—a—week serviéé to our customers aréund the world, Our end”

to-end portfolio of services offérings provrdes a smgle point of aecountabrlrty '

L
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‘co‘rrlmumcatlons market:

™

Customers and Competitive Advantages MU SR

" Qur customer base is diverse, ranging in size from small businesses employing a few employees to large
government agencies and multinational companies with over 100,000'employees. Qur customers include
enterprises operatmg in a broad range of industries around the world~including financial services, manufacturmg,
media and communications, professional services, health care, educatton and government

N ' ’ V]Ifl A "

We operate in approximately 50 countris and sell products and Services through a network of busmess

partners, distributors and dealers who have customers in nearly‘lOO other countries: As‘a result of our acquisition

of Tenovis in:November 2004, we have significantly increaséd our presence in Europe partlcularly in Germany
For fiscal 2006, approxtmately 42% of our revenues were Ecnerated outmde the U. S -

‘- 0o I SRR

We are focused on the mlgratlon of our customcrs tradmonal voice commumcauom toa converged network
that prov1des for the integration of voice, data, video and other appltcauons traff c on a smgle network. We ‘offer
customers the flexibility to implement new 1P telephony solutions or “1P- enablé” their existing Avaya voice
communications Systems, thereby. preserving.some of their existing communications téchnology investments and
allowing them to implement IP telephony at their.own pace. Converged networks offer increased functionality
and provide our enterprise customers with the ability to reach the right person at the enterprise, at the right time,
in the right place and'in the right way,thereby optimizing business interactions and enhancing our customers’
ability to grow revenue and reduce'costs. Our-products; applications and services.are driving the integration of
communications and business processes, making commumcauons an important component of our customers’
busmess strategles

We enjoy several strengths that we believe provide us w1th a competmve advantage in the enterprise

e e haly et o Y

e - clear focus on the enterprise; » o . e b oLy UL ger

+  extensive voice experience and expertise, and a reputanon for superlor products and technology for
voice processmg and applications;' "

PV A . .. " . ot . v

) a comprehenswe suite of mdustry [eadmg commumcattons apphcat1ons tncludmg remotc/moblle
offermgs such as speech access, remote agents and softphones Wthh allow our customers to
1mprove worker producuvny and reduce network and real estate cosls by provtdtng secure business ,

’ commumcauons to a dlspersed workforce o

N I T T & U T I .

i~ e investment protection for traditional telephony systems, allowmg customers to upgrade and take:. &
‘advantage of the benefits of IP telephony. while'maintaining a s1gmftcant portion of thetr prevmus ot
equipment investment {i.e. “IP-cnable” their existing voice comimtinications system); S

At M

o alargeinstallcd global customer base" S Coe
] _i.__'_‘,‘_,ln, Ty

o world- class contact center offcrmgs that assnst our customers in managmg;commumeanons w1th lhetr
cltents

e
PR

e  aglobal services organization that offers end-to-end customer solutions, including remote maintenance
and diagnostic services that sense and fix software outages, often before customers even realize there
may be a problem; and

s strategic alliances with world-class business partners, including our large network of software
development partners who develop vertical and other software applications that work with our telephony
and contact center offerings to meet specific customer needs.
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Financial Results Summary

Revenwe—Revenue was $5,148 million and $4,902 million for fiscal 2006 and 2005, respectively. The $246
million increase was across both of our operating segments and all of our geographic regions. Revenues benefited
from a full year of Tenovis in fiscal 2006, compared to a partial period last fiscal year, due to its acquisition on
November 18, 2004. Revenues for fiscal 2006 were negatively impacted by $35 million of unfavorable currency,
fluctuations as compared to ﬁscal 2005 primarily related to the euro.

Gross Margin—QCur gross margin for fiscal 2006 was 46.4%, compared to 46 9% last fiscal year. The gross ..
margin decline in fiscal 2006 was primarily attributable to the decline in gross margin on sales of products and
rental and managed services. The decline in gross margin on the sale of products was due to a combination of '
several factors, mcludmg an increase in indirect channel sales, higher discounts and unfavorable currency impact.

The decline in gross margin on rental and managed services was pnmarlly due'to prlce erosmn and customer
cancellations of Righer marginontiictshis - =+ w1y

1 1

Operating Expenses—Our selling, general and administrative {(SG&A) expenses increased by $12 million to
$1,595 million for fiscal 2006 compared to fiscal 2005. This net increase was primarily due to expenses associated
with a full period of Tenovis, $29 million of asset impairment charges primarily related to certain internal-use
software assets and increased employee benefit costs, partially offset by savings from the resolution of non-income
tax audits, a reduction of a portion of our vacation accrual, and headcount reductions.

In fiscal 2006, our research and development (R&D) expenses increased by $34 million to $428 million due
to costs incurred in connection with the design, coding and testing and other activities associated with the planning
stages of new product development.

We also recorded $104 million of restructuring charges during fiscal 2006 for employee separation costs and -
lease termination obligations in EMEA and the U.S, These charges represented an increase from $22 million of
restructuring charges recordcd during fiscal 2005.

Profitability—We have reported net income for each of the last 14 consecutlve quarters and each of our
operating segments has been profitable on an annual basis for the past three fiscal years. We reported operating
income of $263 million for fiscal 2006, a decline of $35 million from fiscal 2005. The impact of increased revenues
was partially offset by restructuring charges, increased investment in R&D and a slight decline in our gross margin
rate. We reportéd net income of $201 million during fiscal 2006 compared to net income of $921 million reported
for fiscal 2005. The decline in net income is primarily the result of a $590 million tax benefit included in our fiscal
2005 net income related to the reversal of a portion of our deferred tax valuation allowance, as well as $123 million
of additional discrete tax benefits in fiscal 2005, In fiscal 2006, the provision for income taxes of $83 million
included a $7 million benefit for non-U.S. audit seitlements.

Liguidity—We ended fiscal 2006 with a cash balance of $899 million, an increase of $149 million from
the beginning of our fiscal year. During fiscal 2006, we gencrated cash from operations of $647 million for the
fiscal year. As of September 30, 2006, we have capital lease obligations of $13 miltion and no funded long-term
indebtedness.
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B. FINANCIAL REVIEW

SEL ECTED FINANC[AL DATA

The followmg table sets forth selected financial information derived from our audited consolidated financial
statements as of and for the five fiscal years ended September 30, 2006. The selected financial information for all
periods should be read in conjunction with “Management’s Discussion and Analysis of Financial Condition and
Results of Operations,” and the Consolidated Financial Statements and the notes thereto included elsewhere in
this 2006 Annual Report, in order to understand further the factors that may affect the comparability of the data
presented in the selected financial data table.

The following items affect the comparability of the selected financial information for the years presented: \

. During fiscal 2006 and 2005, respectively, we recorded $104 million Emd $22'millibn of restructuring
charges related to employee separation and lease termination costs in EMEA and the U.S.

] During fiscal 2006 and 2005, we repurchased and retired 29,909,400 and 11,525,000 shares of our
common stock, respectively, in accordance with the share repurchase plan authorized by the Board of
Directors on April 19, 2005.

. During fiscal 2006, we repaid the remaining portion of our senior notes, leaving long-term and short-
term capital lease obligations as our only debt. These obligations were then reclassified t0 Other Current
Liabilities and Other Liabilities, respectively.

s During the fourth quarter of fiscal 2005, we recorded a $590 million net tax benefit related to the
 reversal of a portion of our deferred tax valuation allowance.

e In September 2005, we acquired Nimcat Networks Incorporated, a leading developer of embedded pecer-
to-peer IP call processing software headquartered in Canada. We paid $38 million in cash, net of cash
received. Nimcat results have been consolidated as of September 16, 2005.

9007

« * InNovember 2004, we acquired Tenovis Germany GmbH, a major European provider of enterprise
communications systems and services. We paid $265 million in cash, including transaction fees and
+ et of cash received, and assumed $287 million in debt. Tenovis results have been consolidated as of
November 18, 2004. The acquisition of Tenovis resulted in a significant increase to our consolidated
revenues and expenses. The pro forma impact on fiscal 2005 of the Tenovis acquisition is included in
the accompanying notes to the Consolidated Financial Statements.

. In October 2004, we acquired Spectel plc, a leading provider of andio conferencing solutions
incorporated in Ireland. We paid $110 million in cash, including transaction fees and net of cash
received. Spectel results have been consolidated as of October 4, 2004.

. In August 2004, we paid $24 million in cash to increase our ownership in Tata Telecom Ltd., a leading
voice communications solution provider in India, from 25.5% to 59.1%. This was accomplished through
the "clcquisition of 25.1% of the issued share capital of Tata Telecom from the Tata Group, and an
additional 8.5% through a public tender offer conducted pursuant to statutory requirements in India. As
a result of acquiring a majority interest, the Tata Telecom results have been consolidated as of August 4,
2004. Tata Telecom has been renamed Avaya GlobalConnect Limited (“AGCL”).

. In January 2004, we sold certain assets and liabilities of our Connectivity Solutions segment to
CommScope, Inc. Accordingly, the statement of operations and balance sheet information reflects the
results of the disposal group as discontinued operations for all periods presented,

. In November 2003, we acquired substantially all of the assets and assumed certain liabilities of .
Expanets for a purchase price of $117 million. Upon the closing, we decided to sell a portion of the
; . Expanets business that previously-distributed other vendors’ products and accounted for this portion of
' the business as a component of dlscontmued operations. This portion was sold in a series of lransactlons
during December 2003 and January 2004. )
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Year ended September 30,
2006 2005 2004 2003 2002

" : . + . N L
Dollars in millions, except per share amounts

Statement of Operations Information - vi..o> v vvelnn e o T e s O

Revenue .. .... S SN T g | $4902 1 34,060  $3,796  $4,387
Gross margin.’...." . g v PRT ) ‘ ", 390 ‘ ‘2,2'97 1045 1639 1.864"
Gross margin as a percent of revenue ... ... bl 46 4% | 469%  47.8% 432%  42.5%
Selling, general and administrative expcnses. oo 595 . 1,15'83 1,274 1,240 1,502
Selling, general and administrative expenses as a o ' A
percent of revenue . o, oot 0o oo o 310% 323%  313%  32.7% 34.2%
Research and development CXPEMSES. ..oy ‘ f_l28 394 348 336 436
Research and development expenses as a percent . e e
of revenue. ... ... ... 000 VT 83% T80% C 86%  89%  9.9%
Restructuring charges ..~ .. JRLo M et 104 e T2 e —_ 209
Operating incoing (loss). . . +/ &5 02 Ul L s 0o 263 298" -« - 323 63 (354)
Provision for (benefit from) income taxes . ............... 83 (676) (49) ©° 84 273
Income (loss) from.continuing operations.. . ....«.......... . 201, . 923 = ,291. - (12R) (677)
(Loss) income from discontinued operations .. .. oo gt s, 0 — - - L {(2) 5 40 i1
Netincome (I0SS). . ..o re it 8200 08 9215296 5 (88) § (666)
Earnings (loss) per common share—basic: " 71 o1 o . W T e e,
Earnings (loss) per share from conllnumg operations+.t+. . § 043 §.1:.95- § 066 35(034) $(247)
Earnings per share from dlscon.lmued operations . ....... — . _%Got _on 6.03
Eamnings (loss) per share . i} .'.; Ay $043 . _$ 195 3 0.67. $(0.23) 3$(2.44)
Earnings (loss) per common share—diluted:: " - ! T T '
Eamnings (loss).per share from continuing operatlons s 3043, 8189 5063 $(034) $(247)
Earnings per share from dlscontmued opcratlons ce — — . 001, . 011 0.03
Eamings (loss) per share ...... et T e e g $ 043 $ 1.89. $ 0.64 $5(023) $(244)
e e o, ,.41';“,. ot i .
. , - i‘ i . . 1,, N I R T e T [ September 30,
Sl e e 2006 2005 . 2004 2003 2002
‘ T b T e , Dollars in millions
Balance Sheet Information ~~ ~  ° e e |
Totalassets . ...l o .1 $5,200 $5,219° $4,159 $4057 $3.897
Cash and cashequivalents .. ..................... ... o 899 750 1,617 1,192 597
Goodwill ... ........ S U S 9ai' 914 257" 146 144
Debt, excluding capital lease obhgatlons. (e :' - R I—.' .14 07593 7 953 ° 933
Total stockholders’ equity . . e e et e " 2,086 1961 794 200 —
, . S 'I‘ ': ’ :“ '. - g . SeptemberJO
. ' 2006 2005 2004 2003 2002
- o A ot Prtw o Dollars in millions
Other Information © ' ' v . " E ‘] i L - ' o _
Net cash (debt)(1) ... ... . LT . s 899 s 736 $ 1,024 $ 239 § (336)
Cash flow from operating actlvmes of oevmiud oo S ‘
continuing operations . .. 2. AL Tl * 647 " 334 479 169 86
Capital expenditures. .. .» 2.0 1L kA bt T 117‘ B A 1 - 1 104
Capitalized software devélopment costs " 7. 7L, s e T 590 T 38 29 34
Number of employees(2). .. . ....ooeerir .. ‘85254 19,100 14,900 “ 16,900 18,800




L - oo v

(1  Wwe use net cash {debty as an mdlcatoruof 'our balance sheet posmon relatrve to our future cash needs In
addition, we believe that the presentation of net cash provides useful information to investors about our )
“liquidity: The followihg table prov1des the reconciliation of this measure to the most dlrectly comparable
GAAP measure; ' . AU L Tt o r - v Lo
ATTE 3 LN S e T B T I i AP SR AR I

_ September 30,
2006 2005 2004 2003 2002

¢ Y b FI ' t"‘r"; T an

_ o, v , oo Dallars in mllllons
STt . P A S PP T
Casl; and cash equlvalents e e b iyl e $899 $750 $l 617 .81, 192 $ 597
Debt excludmg capital lease oblrgatrons of$l3 and $16 R . :
as of September 30, 2006 and 2005, respectively. . T Y 1_4 593 953 933
Net-cash (debt) .......... T e O TR SN \$-899 ) $736, $ 1;024,- $ 239 $(336)
o0 A1 !Jll . Lt ‘_-y“l‘r 4 L '.'u See Loy s

2) Amounts exclude approx1mately 700 AGCL employees as: of Septernber 30, 2006 For fiscal years 2003 and
2002, employee numbers include employees of Connect1v1ty Solutxons Lo !

[ LI
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MANAGEMENT 5 DISCUSS[ON AND‘ANALYSIS OF FINANCIAL COND[T[ON AND RESULTS
OFOPERATIONS pTenntopoTlr Cowl e :

i '*" [ARE A . AN .1..:": 1

.....

in COI’]_]UI’]CthIl with the Consohdated Financial Statements and the notes included elsewhere in thls 2006 Annual
Report The matters dtscussed in “Management s Drscusswn and Analy51s of Fmancral Condmon and Resu]ts of

......

Reform Act of'1995. Please see hem lA “Risk Factors " included in’ihe 2006 Form 10-K: for a dtscuss10n of the use

of forward- lookmg Statements R AERRRR I ‘ bedeeoor
PINE S RPTOEPO | T . LIS [ LI -,!-'.'-! AL L T
Overview ° et b S T AT e
Yo, : - o H

5. Fora descnptlon and overvrew of our busmess please S6¢ Part A Busmess Overv1ew

i i : .

e e Ty e Toy . T A .
Key Trends and Uncertamtles Affectmg Our Results L . c
o e fhe L e CE S L AP PR LU
Trends and Uncertamtzes Ajfectmg Our Revenue . T r .
- -The following are the key factors currently affecting our revenue: - ... .~ . o

e ' Technology transition—Out growth strategy relies heavily on ¢dpturing a srgmﬁcant share of the
b spendmg by enterprlses on their transition of technology from' traditional commumcattons 'systems to
o Ip telephony There are several factof's that indicate that enterprises” are in 'the midst of transitioning
« 0 " their tradmonal communications systems to next-genération’ commumcatlons technology ‘Although
Suat D ndny lrge companies ave begun’to'transition to 1P telephony, IP telephony lines'still constitute
a small percentage of global installed enterprise teléphony lines. We have bégun to see ¢ompanies
+ that have purchased IP-enabled communications technology start to implement IP. technology across
_their organizations, In addition; the average age of non-IP.enterprise telephony systems is over ten
we., - --years. Although these systems continue to operate. reliably after ten years, we believe that enterprises
. typically will consider a new investment in enterprlse communications technology at this point in the
telephony system s lifecycle. Accordmgly, we believe that enterprises are mereasmgly,consrdermg
new investments in enterprise communications and, if they decide to make such investments, may
' -cons1der 1P telephony Additionally, we beliéve that IP-teléphony hds gained widespread acceptance
S the marketplace as an alternattve replacement option, and we expect to sée’increased demand as the
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industry continues to go through the mainstream adoption phase in the product lifecycle. According
to the latest available industry StatlSlICS approx1mate[y half of all lines currently being shipped are IP |
rather than traditional. e

As a result of the technology transition, spending by enterprises on traditional voice communication

systems has been declining. Increases in our product revenue attributable to sales of IP telephony .
systems continue to be offset in part by declines in product revenue attributable to traditional voice
commuimnication systems

Compent:ve envrronment—We have historically operated, and continue to operate, in an extremely
competitive environment. However, the migration of traditional technology to IP telephony has resulted
in an increased number of competitors offering similar products and applications. One aspect of this
environment is that we regularly face pricing pressures in the markets in which we operate which’

‘may negatively impact our gross margins. In addition, we also face pricing pressure when long-term

maintenance and managed services contracts expire. They are typically renewed at lower prices due to 4
continuing competitive pressure and expectations from the marketplace to acquire technology at lower
costs. The impact of the price erosion affects both our rental and managed services offers, as well as
maintenance. We have been able to partially mitigate the effects of pricing pressures on profitability

through our cost reduction initiatives.

For other uncertaintics related to the competitive environment in which we operate, see Item 1A “Risk
Factors—Risks Related To Our Revenue and Business Strategy—We face intense competition from our
current competitors and, as the enterprise communications and information technology markets evolve,
may face increased competm(m from companles that do not current]y compete directly against us” in
our 2006 Form 10-K.

Pressures on services busmess—Due to advances in technology, our customers continue to expect
traditional services to be at lower prices to them. In addition, our customers routinely look for
opportunities to reduce their I'T and related costs. A high correlation exists with respect to customers
in our direct channel who purchase products also electing to purchase maintenance contracts at the
time of the product purchase. Maintenance revenues have been affected by reductions in scope of
contracted services (i.e. number of ports, number of sites, or hours and levels of coverage) at the time
of contract renewal, cancellations and increased competition, as well as the price erosion noted above.
These factors have resulted in challenges to our Avaya Global Services segment. We have been able to
partially offset these impacts by focusing on new types of services such as professional and managed
services. These new types of services may have lower margins than our traditional services. In addition,
we have also been able to reduce our costs to minimize the impact on our operating income.

Supply chain issues—During fiscal 2006, we experienced disruption and delays in delivery of certain
products from our contract manufacturers in meeting timelines for our customer requirements. We
worked with our contract manufacturers to correct the causes of these disruptions and delays, and while
we believe these issues from the second and third quarters of fiscal 2006 have been resolved as of the
end of our fiscal year, there can be no assurance that we will not experience similar issues in the future.
Please see Item . “Business—Manufacturing and Supplies,” inctuded on our 2006 Form 10-K for more
discussion on issues associated with our supply chain.

Forbign currency—Our révenues outside of the U.S. were 42% of our consolidated revenues for fiscal
2006 compared to 41% for fiscal 2005. Any strengthening of the U.S. dollar against other currencies,
particularly the euro, will have a negative impact on our reported revenues and, to a lesser degree, on
our profitability, Conversely, any weakening of the U.S. dollar will have a positive impact: Revenues for
fiscal 2006 include an unfavorable currency impact of $35 million as compared to fiscal 2005.

Economic conditions—An important factor affecting our ability to generate revenue is the effect of

general economic conditions on our customers’ willingness to spend on information technology and,
particularly, enterprise communications technology. As economic conditions have gradually improved
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in'most of our markets over the past few years, we have seen indications that enterprises may be
more willing to spend on enterprise communications technology than in the past several years. While
the world economy is expected to grow, variability in employment, corporate profit growth, interest
rates, cnergy prices and other factors in specific markets could impact corporate willingness to spend
on communications technology in the near term. Additionally, the country-to-country variability
in worldwide economic grow'th could also impact our business as growth rates of developed and
more stable economies tend to be lower than that of emerging economies, where there could be more
variables affectmg the economic growth. | .

Continued Focus on Cosr Structure

As a result of the growth of our revenue and our continued focus on controlling costs, we became profitable
in the third quarter of fiscal 2003 and have been profitable in each of the 13 subsequent quarters. During fiscal
2005 and 2006, we continued to focus on comrollmg Our COsts.

~ As part of our focus on controlling.costs, we reduced the management and back office headcount in our U.S,
sales organization, reduced the headcount in our services business, and consolidated office facilities, resulting
in a $22 million restructuring charge during the fourth quarter of fiscal 2005.'In addition, during fiscal 2005, we
reached agreements with the various Works Councils in Europe to reduce our EMEA workforce. Including those
positions agreed to by the Works Councils, we reduced our workforce by approximately 800 positions in EMEA,
all of which had been eliminated as of September 30, 2006. We began to partially realize the benefits of these ,
actions in fiscal 2006, :

During fiscal 2006, we recorded charges of $83 million for employee separation payments related to 555
positions. These positions consisted of 340 reductions in EMEA and 215 reductions in the U.S., and represented
service techmcrans sales and certain other functions. We also recorded charges of $21 million f'or lease
termination obligations for the closing and consolidation of certain international office locations.

We began to partially realize the cost saving benefits during fiscal 2006 and expect to continue to realize
the benefits in fiscal 2007. We may take furthcr actions in frscal 2007 pnmanly in EMEA and the U. S in order to
further reduce costs and expenses. t v

Strategic Uses of Cash and Cash Equivalents

As further discussed in “Liquidity and Capital Resources,” our cash and cash equivalénts balance increased
by $149 million to $899 million as of September 30, 2006, During fiscal 2006, we generated positive cash flow
from operations of $647 million. We made a voluntary cash contribution of $42 million to our U.S. pension plans.
We also used: $328 million to repurchase 29,909,400 shares of our common stock in accordance with a share
repurchase plan authorized by the Board of Directors. In addition, in fiscal 2006, we used cash of $188 million for
capital expenditures and sodftware development costs.

Deferred Tax Assets

As of September 30, 2006, we had $863 million in net deferred tax assets resulting from tax credit
carryforwards, net operating losses and other deductible temporary differences, which are available to reduce
taxable income predominately in the U.S. in future periods. The net deferred tax assets include a valuation
allowance of $194 millién, which was calculated in accordance with the'g provrslon., of Statement of Financial *
Accounting Standards No. 109, “Accounting for'Income Taxes.” The valuation allowance is comprlsed of §161
million of non-1).8. deferred tax assets arid $33 million relating to certain U.S! federal and state deferred tax assets’
that continue to be fully reserved. Also included in the net deferred tax assets is a $77 mllllOﬂ net deferred tax
liability related to the acqmsrtlon of intangible assets in Germany. o oo

[
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Acquisitions and Divestitures . T y

Acquisition of Tenovis W

On November 18 2004 we acqulred all of the issued ‘share capital of Tenov1s a major European provider

of enterprise communications systems and servtces We paid $381 million in ¢ash (which inclides $10 million of

transaction fees that were not paid to the sellers) and assumed $287 million in debt, including $17 million of capital
lease obligations for the Company. ‘Additionally, we acquired cash and cash equivalents of $116 million, resulting
1n a net cash outlay of $265 million related to the acquisition. We also recorded $314 million of pension liabilities in
connection with this acquisition. Tenovis results have been consolidated as of November 18, 2004,

Other Acquisitions ‘ '

'On September 16, 2005, we acquired Nimcat Networks (“Nimcat™} for $38 million in cash. Nimc’:atrwas
a privately held company headquartered in Canada and a leading developer of émbedded peer-to-peer IP call”

processing software. Peer-to-peer networking is a network that relies on the computing power and bandwidth of the

participants in the network rather than concentrating them in a small number of servers. These networks are useful
for many purposes, including file sharing containing audio, video, data and real-time data, such as telephony .
traffic Nimecat results have been consolidated as of September 16, 2005. .

On October 4, 2004, we acqmred Spectet for $110 million in cash (which includes $6 million of transaction
fees that were not paid to the sellers), nét'of cash acquired of $3 million. Spectel was a company mcorporated
in Ireland and a leading provider of audio conferencing solutions. Spectel results have been cornisolidated as 6f
October 4, 2004. . . o -1

See the discussions in Note 4 “Business Combinations and Other Transactions” to our Consolldated Fmancml
Statements for more information rélating to these acquisition transactions. -

Results From Continuing Operations - . L
Fiscal Year Ended September 30, 2006 Compared with Fiscal Year Ended September 30, 2005 -

Revenue o : S —_—_—

The following table sets forth a comparison of revenue by type: - ot

b E ' . b ' Year ended Séi)tembe'r 30, 2t
- S R S .. _2006 2005 2006 2005 _Change _
‘ , * Dollarsinmillions .~ . ;. o
Salesofproducts. ............ .o i $2,510 $2,294 49% 47% 8216 9%
SErVICES. .\ 2,002 1,971 39% 40% 3 2% .
Rental and managed services. ... .... e o 636 . 637 12% « 13% _ (1) 0%
Totalrevenue. ................ .. ... e e $5,148 $4,902 100% . 100% $246 5%

Overall revenue grew by 5%, partially helped by the full year impact of revenues associated with Tenovis,in: |
fiscal 2006 compared to a partial period in fiscal 2005 due o its acquisition on November 18, 2004. We cstlmate
that total fiscal 2005 revenue would have been $5,005 rmlhon on a pro forma basis if Tenov1s revenues had been
realized for a full fiscal year rather than a partlal period. This impacted primarily the services and rental, and
managed services revenues. Overall revenues were negatively impacted by $35 million of unfavorable currency,
fluctuations when compared to fiscal 2005.

]
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Sales of products revenue increased 9%. Revenue in.the U.S. and international regions grew at a comparable
rate. Continued'strong demand for our IP telephony solutions, partially offset by the decline of TDM products
helped generate the growth in revenue from sales of products. .

Services revenue grew by 2% when compared to fiscal 2005, primarily due to the full year impact of
revenues associated with Tenovis. The growth in implementation and integration services revenues associated w1th
' the growth in product sales was partially offset by a reduction in maintenance revenues. :

Rental and managed services revenue was flat in fiscal 2006 when compared to fiscal 2005, despite the full
year impact of revenues assotiatéd with Tenovis compared to a partial period in fiscal 2005. Excluding the full
year impact of revenues associated with Tenovis, we estimate that rental and managed services revenue would have

declined by approxirhately $70 million due to price erosion, cancetlations of rental contract renewals and customers
converting from traditional rcmal and managed service agreements to separate sales of products and maintenance

[

services, - . b .

The folloWing‘table.sets forth a’geographic comparison of revenue:

a. ., : v B R . Year ended September 30,

’ Mix

TR ST 2008 1005' 2006 2005 Change
oot " . - Dollars in millions F -
U $2994 $2908 58% 59% $ 86 3%
Outside the U.S: o ’ R ‘ o P ' i
Germany. . . ... e L Cee 733 T4 1%  15% 9 1%

EMEA (excluding Germany)—Eutope/* S T M .

Middle East/Africa. . ........cc.ooooiiiiin... 765 696  15% 14% ' 69 ' 10%
Total EMEA .. ...... B Lot 1498 1,420 29% - . 29% 78 5%
APAC—Asia Pacific ..... ... ... B i, o 383 . 336 8% . 7% 47 - 14%
Americas, non-U.S, .. o oL aino oy e 0002730 1,238 0 5% 5% 35 15%
Total outside the U.S........... e S Lo 21547 1994 . 42% 0 41% 160 8%
Totalrevenue ........................ P nepeeseee 085,148 54902 100%  100% $246 5%

*Overall revenue grew by 5%, helped by strong growth in IP telephony in APAC and Americas, non-U.S. In
the U.S., the increase of 9% in product sales was partially offset'by reductions i in services and managed services
revenues, resulting in a net growth of 3%. The full period of revenues associated with Tenovis in fiscal 2006
benefited primarily Germany, and the rest of EMEA to lesser extent. This was parually offset by $38 m:]llon of

1

unfavorable currency impact in EMEA. 4o S el

The following table sets forth a comparison of revenue from sales of products by channel:

A Year ended September 30,
i N 2 Mix
wttor ! 2006 2005 2006 2005 Change
'.,‘ .o . . . Dollars in millions =
Direct . ......... SO RUTO . $ 1,097 $.1078 44%  47% $ 19 2%
Indirect ... ............ A e - 1,413 1,216 56% - 53% . 197  16%
~ Total sales of'prodrxcts ..... T S P . $2,510 $2,294 100% - ~100% '$216 9%

Sales of products through the direct channel accounted for 44% of the revenue from product sales as
compared to 47% in fiscil 2005. Strong growth in APAC, whete we sell'primarily through the indirect channel, .
partially contributed to the shift in the charifiel mix. In*addition, demand for our products through the indirect
channel was strong in the U.S,, particularly for the small communications systems which are normally trarsacted -

ety . ok - Lt ‘3
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through the indirect channel, contributing to a further shift in the channel mix. Despite increased demand from our
U.S. business partners, their inventory levels as measured by days-on-hand, were relatively flat as of September 30,
2006 when compared to September 30, 2005. ‘ t ' '

Gross Margm B ' ‘
. : v K5 ' . L N NV

The following table sets forth a comparison of gross margin by type: ' '

Year ended September 30,

Percent of Rerenue

2006 2005 2006 2005 Change

i 7 Dollars in miltinns , ‘
On sales of products . . .. .. e $1,342 $1245 535% 543% 3 97 8%
ONSEFVICES . .o vvv e vreeieeeeeeeeannnn U ... 682 674 341% 342% ..8. 1%
On rental and managed services. ... .....ccoiviniei.n 366 378 57.5% 59.3% (12) -3%
Total gross margin . .% ... ../ i it $2.390 $2,297 464% 469% § 93 4%

Overall gross margin rate was 46.4% in fiscal 2006, resulting in a half a percentage point decline when
compared to fiscal 2005. The declmes in the margin rates for sales of products and rental and managed services
were the primary contributors 1o the overall deelme in the gross margin rate.

The decline in the gross margin percentage on the sales of products was due to a combination of several
factors, including increased mix of indirect channe! sales, higher discounts and unfavorable currency impact.
These were partially offset by the benefits from higher sales volume, higher-margin software products and product

cost reductions.

Gross margin percentage on services in ﬁscal 2006 was roughly flat when compared to fiscal 2005. The
impact of reductions in maintenance revenues and an increase in employee benefit costs were offset by other:
employee cost reductions and a rediiction of a portion of our vacation accrual as a result of a change in company
policy elrmmatmg carryover vacation days for U.S. non- -represented employees.

 The decline in gross margin dollars and percentage on rental and managed services was primarily due to
price erosion which has resulted in rental contracts being renewed at lower prices, as well as customer cancellations
of hlgher margin contracts, primarily retated to traditional rental and managed services, entered into in prior years.

Operatr'ng Expenses
The following table sets forth a comparison of operating expenses:

Year ended September 30,

Percent of Revenue

2006 2005 2006 2005 Change
i . Dollars in millions
Selling, general and administrative .. .................. $1,595 $1,583 31.0% 323% § 12 1%
Research and development . A e 428 394 83% 8.0% 34 9%,
Restructuring charges. . ... .. ... viieeeiieeen.. 104 2 20% 05% 82 3713%
Total operating expenses . ......... U S $2,127 %1999 413% 40.8% 5128, 6%

The increase in SG&A expenses is primarily due to the full period impact of the Tenovis operations, $29
million of asset impairment charges primarily related to certain internal-use software assets and increased
employee benefit costs, These items were partially offset by the $22 million benefit from the favorable resolution of
non-income tax audits in several jurisdictions recorded in the third quarter, savings from headcount reductions and
the $7 million benefit related to the reduction of a portion of our vacation accrual.
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The increase in R&D is the result of costs incurred in connection with the design, coding and testing and

other activities associated with the planning stages of new prodiict development. The-costs for products in this..i.r
stage of development were higher in fiscal 2006 than in fiscal 2005. Fiscal 2005 included $7 million of in-process

R&D expenses recorded upon the acqu1stt10ns of Spectel Tcnovrs and Ntmcat ¢

Restructuring charges for fiscal 2006 represent $52 mllllon of employee separatton costs in. EMEA- St
comprised of $47 million in order to reduce costs and.expenses and to improve the region’s operational. .. - . . »
performance and.$5 million of expense related to higher than originally.expected per employee separation costs‘for'
former Tenovis employees than estimated at the time-of acquisition. Fiscal 2006 charges also include $31 million of
employee separation costs in the U.S, primarily related to workforce reductions for represented service technicians.

Also included in the restructuring charge for fiscal 2006 is $21 million of lease termination obligations for.the
closing or consolidation of certain international office facilities. The restructuring charge recorded in fiscal 2005

was primarily related to employee reductions and consolidation of office space inthe U.S. * = v v L Lyl
. b [ ) o T U L 9 I IR VIR T
Other Income (Expense), Net . ,
L, Lo o Lo Lh P T U S 2O A B e
. o Lot T . o .+ " .Yearended September 30, . i) fran
T e Tl 008 120054 o IChange bl r el
A B . C ERETE ‘. +. DoHarsinmillions: .. . .
Other income (expense),net. . .................. $24  $(32) 8§56 . 175% * .-

Other income, neét of $24 million for fiscal 2006 represetifs $36 million of interest iacome,‘p.artiall'y offset by
a $5 million loss on foreign currency transactions and $7 million of other miscellaneous charges. 8

Other expense, net for fiscal 2005 consisted of a $41 million loss on the repurchase of $271 million principal
amount of senior notes, a $3 million loss on the repaymerit of $262.million principal amount of secured floating

rate notes and other costs related to the repayment of our debt and $l 2 mll_lmn of other mlscellaneous charges,
partially offset by $24 million"0f interést income. !

Interest Expense -+ .« o ovati o o Lu e e e LT e e T - : &
el e T T LR R TR E : *
¢ I o Year ended September 30
2006 2005 Change
N IR NI | b o Uou L o, T i
- Dollars in mllhons
Interest eXpense ..oty 3 (3) $ (19) $ l6 84%

Ve v Y. n,‘ PRt I e ’ T T T e, 3 Pt !
For ﬁscal 2006, interest expense decreased as a result of a lower debt pr1nc1pal balance outstandmg during
the period due to the repayment of the remammg senior, notes.

. i LN
Overall dlept decreased pnmarlly due to the repurchases of our semor notes, as weII as the conversion into
common stock of our LYONS and the’ redemptlon for cash of the remammg 'LYONS in'the first quarter of fiscal
2005. This decrease was partially offset by interest-expense associated with the debt assumed.in:the Tenovis
acquisition, which was then repaid durrirlg t!te §ecolrlld and.third quarters of fiscal 2905:

. .
! ot

Provision for.(Benefit from)dncome Taxes ;v o0 0 L L0 L L, 0w e e

BT o =
Year ended September 30,

RPN St LR B o Tl 2006 '2005 - ' 'Clianée"
. i« . . wiDollarsin millions - . ¢~ K
Provision for (benefit from) income taxes.. . .. ., 383 . 3(676), 3759  -112%. .
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) O-G'Aarlual Beport

In fiscal 2006, the provision for income taxes is.comprised of U.S. federal, state and non-U.8.: taxes and
includes a.$7 million benefit for non-U.S: audit.settlements: The provrslon for fiscal 2006 resulted in-an effectrve
tax rate 0f 29.2% 7 . T O v ) F

- . Hie 1r . Iy ) I ' - Lo . .
In fiscal 2005, the benefit from inéome taxes inclided a $590 million net tax benefit due to the realization

of certain deferred tax assets upon the reversal of a portion of the valuation allowance that had been recorded

in prior periods. In-addition, the benefit included a $124-million income tax benefit which was comprised-ofa .- -. -
$109 million tax-benefit resulting from.the:resolution of U.S. federal income tax audit matters for the.years 1999
and 2000-and a $15 million benefit due to certain state matters that arose prior to our separanon from Lucent:

B . S T S I ATt S VRN S ) T T

SegmentResults B L IR P '

T R . ) i ,

GIobalCommumcanonsSolutrons(“GCS”)' ;.t._‘,‘. L (S SEEPUCI '

The GCS segment is focused on the sale of communications systems equlpment and appheanons to our

enterprise customers. Our primary offerings in this segment include IP telephony solutions and traditional voice' "
communications solutions, multi-media contact center infrastructure and applications in support of customer
relationship management, and unified communications applications and appliances.

Large communications systems are 1P and traditional telephony systems marketed to large enterprises. These
systems include: e ) , o S

K

1) . medta servers whlch provrde call proeessmg on the customer s local area network
LN -‘:)?.H..l‘.f‘s\t . i k

. medra gateways whrch support traffi¢ routmg between tradltlonal vorce,and;IP telephony .
solutlons

‘e associated. appllanees such as telephone handsets and related software applications;

¢ " Avaya Integrated Management,aWeb-basé’d comprehensive set of fools that manages complex
voice and data network infrastructures; )

»  Avaya Communications Manager, a voice application software that manages call processing,
facilitates secure customer interactions across a variety of media and supports a range of Avaya
and- thrrd—party applrcatlons and

e - Avaya Extension to Cellular which transparently bridges any cellular phone to any Avaya
commumeanons server.

Smail communrcatrons systems are lP and traditional telephony systems marketed to smaller enterprrses
» These systems include:, . -+ . . S S P A
e Avaya P Office, an IP telephony solution for small and mediuim-sized énter'prises'-' o
. ;0 ’ tradmonal key systems Parmer® Merlm Maglx® Merlm LegendTM and 15 brands
. V. lassocrated appliances, such as telephone handsets; and T ST DT
e media servers for voice applications U'Sed'by smaller bilsir‘lé.s'sers.: e
Converged voice applications consist of applications for multi-media contact centers and'unified - 1
communications. T‘hesje include: i
* applieatlons in support of customer relationship management; and
. messaglng'for P and-traditional systems.

gt . i “ e . . oo gt o f g Tt Ty .
Other includes revenues from training, financing of equipment sales’and intéllectual property licensing.
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The followmg table sets forth revenue by similar class of products within the GCS segment: -

»

Year ended September 30

Mix
2006 2005 2006 2005 Change
"3 Lo o . : . ' Dollars in millions
Large communications systems . . .. ...................0 $1,765 $1585 .63% 61% $180 1%
Small commumcatlons SYSIems . ........ .. e 3700 3 13% 13% 39 12%
Converged vorce applleatlons ....... ETTRUS STR LT 805 eI 2% u% T (5) 1%
Other...... ........0 ........ P 46 46 2% 2% - — 0%

Total revenue. . . .. T $2‘786 $2572 100% 100% $2|4 8%

.
+ -

Overall GCS revenue grew by 8%, partiaily helped by the fu]] year 1mpact of revenues assocrated with -

Tenovis in fiscal 2006. Currency fluctuations impacted the growth negatively by approximately one percentage
point,

GCS revenues were helped by strong growth in large as well as small communications systems. Increases in
large communications systems were primarily due to increased sales of media gateways, IP associated appliances
and servers. Increases in small communications systems were primarily due to growth in Avaya IP Office,
Partner and 1P-associated appliances, partially offset by lower sales of traditional appliances and Merlin products.
Converged voice applications revenues decreased due to lower demand for traditional messaging sales partially
offset by the rollout of IP messaging and contact center application sales. On a geographic basis, GCS revenue
grew in double digits in the U.S. and in APAC, offset by lower growth in EMEA.

The following table sets forth operating income of the GCS segment:

Year ended September 30,

Percent of Revenue

2006 2005 2006 2005 Change

L . . Dollars in millions

Operating incofme. .. ........ S O $197 857 7.1% 2.2% $140 246%"

The majority of the increase in operating income for ﬁsca] 2006 is due to leverage from hlgher volume, the
favorable impacts of cost improvements and higher-margin software products, partially offset by higher discounts.
The remainder of the improvement in operating income is due to a decrease in SG&A expenses as compared with
fiscal 2005. '

Avaya Global Services (“AGS ")

The AGS segment is focused on supportmg our broad customer base with comprehenswe end-to- end global
service offermgs that enable our customers to plan, design, 1mplement monitor and manage their converged
communications networks worldwide. AGS provides its services through the followmg offermgs

s

Mamrenance—AGS monitors and optimizes customers network performance ensurmg avallablllty
and keeps communication networks current with the latest softwarc releases. In the event of an outage, our
services team helps customers restore their networks,

Implementation and integration services—Through ‘operati-on, implementation and integration
specialists worldwide, AGS helps customers leverage and optimize their multi-technology, multi-vendor
environments through the use of contact centers, unified communication networks, and [P telephony.
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Managed services—AGS supplements our customers’ in-house staff and manages complex multi-
vendor, multr-technology networks, optimizes network performance and configurations, backs up systems,
detects and resolves faults, performs moves, adds and changes, and manages our customers’ trouble tickets
and inventory. This category includes customers who have chosen a bundled solution with enhanced services

not provided in a basic maintenance contract. With the acquisition of Tenovis, Avaya acquired a business
that includes both bundled services and products that are sold to customers on a monthly payment or rental

., payment basis. The managed services business generally involves larger contractg with customers who ,
;outsource responsibility for thelr voice applications domain to us. We face challenges in this area, 1nclud1ng
ensuring that we deliver consistent levels of service globally to these large, and often multi- nattonal

" customers while controlling costs and eggpandmg the required skill set of our serwces orgamzanon »

The profitability of our services business is also affected by the fixed costs associated with our represented »
work forces in the U.S. and EMEA and includes the impact of increases in employee benefit costs. In addition our

profitability is impacted by the complexities associated with' maintehance of milti‘vendor IP networks as compared

with closed, proprictary TDM nctworks, such:as the need to assure a sufficient level of service technicians with IP
skills. .

! »The foilowmg table sets forth. revenue by similar class of servrces wrthm the AGS segment:

[ L.
Q i . P
. e WL s A . v

R . s YearendedScplemberJ() s

Y . T T St Lt 20060 . 20054 2006 2005 * Chanpe
B ' i ' ¥ ‘ T fore © ' Dollars in millicos N
Maifenance . . -~ ..o veveeennnnn.. toTm §1495 $1506 '63% 65% S(i1) " 1%
Implementation and integration services. . .6 i 510020 469, . 22%- . 20% - 4] 9%
Managed services. ... 355 350 5% 1% 5 1%
omﬂ“.;”:”;E“J.j;.ﬁry”;.; ........... 2 5 0% _0% _ (3) -60%

Total revenue. .. ...... e R e $2,362 $2.330 100% 100% § 32 1%

Overall AGS revenue growth has benefited from the full year impact of Tenovis in fiscal 2006, which
favorably impacted all classes of services within AGS. Excluding this impact, overall AGS revenues would have
been relatively flat when compared to fiscal 2005. Excluding the impact of Tenovis, the decline in the U.S. was
mostly offset by increases in APAC and Americas, non-U.S. .« v IETEN

, The declint in mamtenancc revenue occurred pnmarlly in the U.S. due to reductlons In scope ‘of contracted
services, cancellations and price crosion, The decline in mairitenance revenue in the U.S. was mostly offset by
growth in APAC and Latin America, where our strategy to dircctly service our global customers is yteldmg growth'
in maintenance services.

A

. . e Y . .
\ .o . RATE I PLEH

Implementauon and mtegratron servrces revenue grew in all regrons in fiscal 2006, par'ually due to increased
product sales. In addltlon strong performance iii professional services, partrcularly in the U.5, contrlbuted to the
growth in rmplementatlon and 1ntegrat|on servrces when compared to fiscal 2005,

Excludmg the full-ycar bcneflt from Tenovrs in fiscal 2006, managed services revenue would have declmed
due to reductlons in scope and cancellanons of contracted services and price erosron on new contracts primarily in

theus. -~ - " D

W - - . '

Certam services, revenue gcnerated by AGC which was prevrously categonzed as “Other has been
rec]assrﬁed to mamlenance revenue for all penods presented v '

2 A I L P e

1 A 0 . v
Srfier e, . R v - H 1,

111-20




"

The following table sets forth operating income of the'AGS segment: ~ . =" . 7 - taer ol e

Year ended September 30, s e

Percent of Revenue )
. [ T TR A
2006 2005 ' 2006 2005 'Change .

Dollars in mllllons

Operating income . .......... e SI71 $166  72% -~ T.1% : $5.. 3% :
I -‘ v lI TR "
Overall AGS operating income was relatively flat both in dollars as well as a percentage of revenue. Despite

growth in AGS reverniues by $32 million, the change in revénue mlx retated to managed servaces and from hlghcr—
margin mainteftance revenue to lower-margin 1mplemcntatlon révenue; negatively |mpacted the AGS gross margin
and profi tabxhty In addition, an increase in cmployee bénefit costs negatlvély 1mpacted AGS’ proﬁtablllty These
impacts were offset by cost reductions and the $9 m11110n benef t from the reversal of a portmn of our vacation

accrual.

Corporate / Other Unallqcéted Amounts - . ". _ :j. o .

f [ . S e b AR PR I e

Year ended Septerhber 30,

P DR : ‘ : PR A . TT12006 ¢ 2005°  Change -

" Yo LA PR . P U .

T
¢« Dollars in millions -

Operating (10S8) iCOME . . . . .« o v vttt oot $(105) $75 " $(180)
Lo . - | et fae w i
At the beginning of each fiscal year, the amount of corporate overhead and certain other expenses, mcludmg

targeted annual incentive awards, to be charged to‘operating segments is determined and fixed for the enfire year.
Any adjustment of the annual incentive accrual, as well as any other over/under absorption of corporate overhead
expenses against plan is recorded within Corporate/Other Unallocated Amounts. In addition, certain discrete
items, such as charges relating to restructuring actions and asset impairments, are not allocated to the operating
segments and remain in Corporate/Other Unallocated Amounts.

During fiscal 2006, the operating loss of $105 million is primarily due to restructuring charges of $104,
million and 1mpa1rment charges of $29 million primarily related to certain internal-use software assets. The
restructuring charges are comprised of $21 million for lease termination obligations and $83 million for employee
separation costs in EMEA and the U.S. These items were partially offset by $22 million related to the favorable
resolution of non-income tax audits in several jurisdictions during the third quarter and an adjustment to e'mployc_:e
incentive awards due to the Company’s actual performance compared with targeted performance.

[V TR AT

Operating intome of $75 million during fiscal 2005 was-affected primarily by an adjustment to employee

incentive awards, as well as other over/funder absorption of corporate overheads against plan. In fiscal 2005, we..

incurred discretionary employee annual incentive awards of $25 million, which was less than would have been
recorded if we had met our fiscal 2005 targets regarding operating income; operatmg cash flows and revenues.

' .
o, ! W .

Fourth Quarter Items .o T

Revenues increased by $68 million in the fourth quarter of fiscal 2006 compared to the fourth quarter
of fiscal 2005 primarily due to increases in sales of products through our indirect channel. Operating income
decreased by $7 million to $75 million, primarily due to restructuring charges, partially offset by higher gross
margins for the quarter which were driven by higher sales volumes. Net income for the quarter was $48 million, a
$612 million decrease from fiscal 2005 due to the benefit from income taxes for the fourth quarter of fiscal 2005
which included a $590 million reversal of a portion our deferred tax valuation allowance, as described in Note 12
“Income Taxes” to our Consolidated Financial Statements.
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Fiscal Year Ended September 30, 2005 Compared with Fiscal Year Ended September 30, 2004 .- -

Revenue .

The primary driver of the | mcrease in our revenues for fiscal 2005 compared to fiscal 2004 was our

acquisition of Tenovis. Révenues in fiscal 2005 were also positively impacted by the acquisition of the majority
interest in AGC in the fourth quarter of fiscal 2004, as well as currency fluctuations. This impact was partially
offset by declines in U.S. sales of both products and services. The decline in U.8. revenues was primarily

attributable to the following:

B We announced changes in out go-to- market strategy to realign our sales and marketing efforts. As
/ we focused our direct sales efforts on our larger enterprise customers, the benefits took longer than
expected to materialize, resultmg in a disruption to our sales efforts during fiscal 2005. This dlsruption
.prlmarlly affected our USS. business. We worked to minimize the effects of this disruption and

continued to 1mplement the realignment through flscal 2005.

. We continued to see declines in revenues from our U.S. services business, particularly in the
maintenance and managed services lines of business, primarily dué to renegotiations by customers of”
their contracts to change the scope of existing contracts, pricing pressures and cancellations.

e We devoted significant management attention and resources to the Tenovis integration. Early in fiscal
2005, these integration efforts diverted management’s time and attention away from other business

_issues.

[

A detailed analysis of the impact of these factors is mcluded in the dlscussmn below.

+ L3 .
s

The following tablc sets forth a comparlson of revenue by type —_— , o L

b

: S 2 B "Year ended September 30,

T Mix
) " 2008 © 2004 2005 2004 " Change '
o ' Doll.arsin millions
Sales of products. . . . .. .. U L. $2,294 $2,048° 47%  50% S$246  12%
SOIVICES. ¢+ e verheeree e i 1971, 1,761 40% " 43% 210 12%
Rentél and managed services. . o e 2600 13% 7% 377 145%
Total revenue. . . .. . ... ST ... 54902 $4069 100% 100% $833 20%

Higher revenues in all categories were primarily due to the acquisition of Tenovis. Revenues from sales of
products also benefited from the acquisition of a majority interest in AGC in the fourth quarter of fiscal 2004."The
increases in revenues from sales of product were partially offset by lower. volumes in the U.S. due to'the disruption
from the realignment of our sales efforts in the first half of the fiscal year. The.increase in revenues from services
and rental and managed services, primarily attributable to Tenovis, was partially offset by lower volumes in the - :
U.S. due mainly to renegotiations affecting the scope of existing managed services contracts, as well as pricing
pressures and cancellations.

B T
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The following table sets forth a geographic comparison of revenue:

Year ended September 30,
Mix
¢ 2005 2004 2005 2004 Change

Dollars in millions

L6 75 T e $2908 $3,089 59% - 76% $ (181) -6%

Outside the U.S.: ' ' .
Germany-............ e - 724 45 15% 1% 679  1509%
EMEA (excluding Germany}—Europe/ - n
Mldd]e East/Afnca .......................... 696 493 14% 12% 203 1%
Total EMEA. . . . . e Tl 1,420 538 29% 13% 882  164%
APAC—AsiaPacific. ................. . ... o... 336 226 1% 6% 1O 49%
Americas, 0on-U.S. . ..o 238 216 5% ° 5% 227 10%
Total outside the U.S. ... ... . e .. o 1,994 ' 980 41% 24% 1.014  103%

Total revenue. ... ... ... . $4,902 $4,069 100% 100% $ 833 20%

U.S. revenues were down against the comparable period due to the disruption from the realignment of
our sales and marketing efforts as well as decreases in the scope of existing maintenance contracts and pricing
pressures in our services business as described above.

Higher revenues in Germany were almost entircly attributable to the acquisition of Tenovis. The majority
of the incrcase in revenues in EMEA {excluding Germany) was due to the acquisition of Tenovis, and was also
a result of increased acceptance of [P telephony, and increased willingness of customers to spend on converged

communications technology. This increased acceptance resulted in higher sales of large communications systems. -

In addition, currency translation had a positive impact as the curo strengthened against the U.S. dollar for most of
the period. Revenues in APAC benefited from the acquisition of a majority ownership interest in AGC as well as
higher volumes in China and Japan, particularly in connection with sales to our customers in the financial services
industry. Revenues in the Americas, non-U.S. region benefited from higher volumes associated with the call center
business duc to the expansion and upgrade of the installed base in Latin America.

The following table sets forth a comparison of revenue from sales of products by channel:

Year ended September 30,

2005 2004 2005 2004 Change
) ' X . Dollars in millions
¢ $1,078 § 923  47% 45% S$155 17%
Indirect . ... 1,216 1,125 53%  55% 91 8%
Total sales of products .......... P PR $2,294 $2,048 100% 4 100% 5246 12%.

Revenue from thc sales of products through the direct channel mcreased due to the acquisition of Tenovis,
which sells primarily through the direct channel,

11-23

N
o
=
&
>
3
3
c
)
s
)

]
o
q
L d




Gross Margin . ’ e . S

Year ended September 30,
Percent of Revenue
2005 2004 2005 2004 Change
Dollars in millions
Onsalesofproducts . . . ... ... i $1,245 $1,120 543% 54.7% $125 11%
M SETVICES . . v v vt e e eaemms e iaaeaennn 674 697 34.2% 39.6% @ (23) -3%
On rental and managed services. . ............ . ....... 378 128 59.3% 492% 250 195%
Total grossmargin ... .....coovvrvi i, $2297 $1,945 469% 478% $352 . 18%

~ Gross margin on the sales of products increased primarily due to additional sales volumes gﬁined_ from
the acquisition of Tenovis, the increased proportion of software to hardware in our product mix and the benefits
associated with our ongoing cost reduction initiatives. However, while the acquisition of Tenovis added additional
gross margin in dollars, as a percent of revenue, our overall gross margin gains were more than offset by the lower
margin ratcs achicved by Tenovis. ’ ' ’ o
(ross margin on services decreased mainly due to the impact of lower revenues in the U.S., as well as the

impact of the significantly lower margin Tenovis services business. In addition, gross margins were negatively
impacted by changes in revenue mix, including a higher proportion of government contracts and wire installations,
as well as a higher proportion of implementation services revenues, which generate lower margins than those
achieved by annuity contracts. These declines in gross margin were partially offset by cost savings as a result of

headcount reductions taken during this fiscal year.. L . . .

Gross margin on rental and managed services increased due primarily to the acquisition of Tenovis, which
was partially offset by lower revenues associated with U.S. managed services. The improvement in gross margin’ -
percentage was due to the higher margins achieved by the Tenovis rental business.

Operating Expenses

Year ended Sépte;nber'SD,_

Percent of Revenue
—_— e —

2005 2004 2005 2004  Change

. Dollars in millions
Selling, general and administrative.. . .............. $1,583  $1274 323% 313% 3309 24%
Research and development. . ...........ooiit 394 348  8.0% 8.6% 46 13%
Restructuring charges. ... ... P 22 — 05% 0.0% 22 100%
Total operating eXpenses ...........oooaeenno $1,999 $1,622 408% 399% §377 23%

Our SG&A expenses consist primarily of salaries, commissions, benefits and other items. The increase in
SG&A expenses was primarily due to the acquisition of Tenovis, and to a lesser extent our other acquisitions,
which resulted in higher SG&A expenses in dollar terms and as a percent of revenue. Included with SG&A .
expenses was approximately $52 million of amortization of intangible assets as a result of our acquisitions of
Tenovis and Spectel. These negative impacts associated with our acquisitions were partially offset by improved
operational efficiencies.

Our R&D expenses consist primarily of salaries and benefits, and overall increased due to our fiscal 2005
acquisitions. In addition, in connection with our acquisitions of Tenovis, Spectel and Nimcat during fiscal 2005, we
allocated $7 million to in-process research and development which was charged to R&D expense during the period.

Our restructuring charges for fiscal 2005 were recorded in connection with the reorganization of our North
American sales and services organizations. This charge consisted of severance and one-time employee termination
benefits of $12 million related to the termination of employees in the North America region across many business
functions and job classes, as well as costs of $10 million related to the consolidation of excess facilities.
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Other.Expense, Net . A FICT CLH e on R P e TR ey

LI T T [ st e . oa Lo, et ot L o Py : -

" Year ended Septe'mbef' 30,

2005 2004 Change
Yy ,‘ c S : ! - .Dollars in‘millions o
“'Otherexpense net I’......’.'...'. $(32) 815y s -u3%.
I N R ) o o wo PN TR R

Other expense, net for fiscal 2005 consisted primarily of a $41 million los¢ o the repurchase of $27 million
principal amount of senior notes, a $3 million.loss on the.repayment of $262 million principal amount of secured
floating rate notes and other costs.related to the repayment of our debt, partially offset by $24 million of interest -, |
INCOME., o, . .+ e e e ; .

PLE et [l 1 - 4 .

Other expense, net for fiscal 2004 consisted primarily of a $42 million loss associated with the fedemption”*'
and repurchase of $356 million principal amount of our senior notes. This was partially offset by $19 million of
interest income generated primarily from invested cash and $7 million of foreign currency transaction gains.

' e Loty ..'.-‘-". [
Interest Expense SRR !
S Tt e I Year ended September 30,
we 2005 2004 Change
S v ° o ~ Dollars in millions
Interest expensé AL . $(19) 8 (66) $47 71 %
L Vet L 0. R leoar, ot g

* The decrease in interest expense was due to lower year-over-year debt lcve]s Overal] debt decreased . .
prlmarlly due to the repurchases of our senior notes in fiscal 2004 and 2005, as well as the conversion into .
common stock of our LYONs and the redemption for cash of the remaining LYONS in fiscal 2005. This decrease -
was partially offset by interest expense assoc1ated w1th the debt assumed in the Tenovis acquisition, which was -
then repald durmg fiscal 2005.

Interest expense for ﬁscal 2004 pnmarlly mcluded $53 mllllon of mterest on Sir semor notes and $l§ mllllon,
of i mterest for the amortlzatlon of debt dlscount premlum and deférrad ﬁnancmg costs related pnmarlly to our

LYONS whlch were Jssuedm October2001 S K ‘“1 R '_‘_1" o e ) e et

$ . Vo et Wll.ll . TR ..
. D e el e abe b sntloe, wing v e e . LA
Benefit fmm ‘Income Taxes o ‘! T ! "
. . Year ended Septemher 30,
Mmoag e st) v oo .- Tt a
2005 2004 Change
.. R T Dollars in millions
Benefit from incometaxes................. $(676) §(49) $(627y 1280%
PR TR C g 38 L Al

'In fiscal 2005 we recorded a benefit for income taxes of $676 million as compared with a $49 million
benefit in fiscal 2004 The benefit for fiscal 2005 included a $590 mitlion net tax benefit due to the reallzatlon of |
certam deferred tax assets upon the reversal of a portlon of the valuation allowance that had been recorded n pnor
benefit mcluded a 5124 m1111on mcome tax. benefit Wh]Ch was comprlsed of $]09 mllllon tax beneﬁt rcsultmg from-
the resolution of U.S federal income tax audlt_ma'tter_s for the years 1999 and 2000 and a $15 million benefit due to-
certain state matters that arose prior, to, our,separation from Lucent. .- ,~.. .. Co :

R N S . . '
Based upen a detailed analysis of historical and expected book and taxable income, we determined that the
realization of certain deferred tax assets for which there was a valuation allowance was considered to be more
likely than not for purposes of reversing the valuation allowance. Therefore, a portion of the valuation allowance
was reversed resulting in a net tax benefit of $590 million. We recorded pre-tax income from continuing operations
in 2005 and 2004, with income levels rising each year. In addition, we were no longer in a three-year cumulative
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loss position for book purposes. We considered this positive evidence regarding the future realization of deferred
tax assets, which was prlmarlly based on actual historical book results, to outweigh any negative evidence that may
have existed.

The remaining valuatlon allowance of $165 million as of September 30, 2005 was comprised of $142 million
relating to foreign deferred tax assets for which we have determined, based on historical results and projected
future book and taxable income levels, that a valuation allowance should remain, The forelgn valuation allowance

included approximately $120 million relating to our German operations.

The benefit for fiscal 2004 of $49 million included an $89 million income fax benefit which was comprised--
of $102 million tax benefit resulting from the resotution-of U.S. federal income tax audit matters for the pre-"
distribution years 1990 through 1998 offset by $13 million due to certain state tax matters and other adjustments

that arose prior to our separation from Lucent. . It
Sepment R"esults

Global Communications Solutions

Year ended Scptember 30,

2005 2004 2005 2004 Change
o ) Dellars in millions \
Large communications systems. . ................ '$1,585  $1,210 61% 59%  $375 31%
Small communications systems. .. ;... .. ins 331 . 228 13% 11% 103 45%
Converged voice applications. .. ........0....... . 610 552 . 24% 27% 58 11%
Other................ ...~ [T PR S 46 54 2% 3% - (8) -15%

Total revenue. . ........: SR ST R $2,572  $2,044  100% °100%  $528 26%

’

The increase in total revenue for all GCS product classes was primarily attributable to the aCC[l.IISlll()l'l of
Tenovis. Large communications systems also. benefited from mcreased sales of IP products. The increase in smail
communications systems revenues attributable to Tenovis was parually offset by lower U.S. sales volumes, mamly
in the indirect channel due to lower purchases by our U.S. indirect channel partners. In addition to the increased
revenue from Tenovis, converged voice applications also benefited from higher volumes in sales of third party, or
OEM software products. ’ o

The following table sets forth operat'ing income of the GCS segment:

Year ended September 30,

Percent of Revenue

2005 2004 2005 2004 Change

LA R M a0 N [

Dollars in millions

Operating income ... oeesi PR TR RO - $57 $71 22%  3.5% $(14) -20%
The decrease in operating income was prirharily due to the-effects-of a ‘decrease in operating margin resulting

from an unfavorable product mix; mcludmg mcreased salés of OEM software products which generate lower

margins than sales of our products. The decrease was also a result of highér SG&A costs and increased R&D

spendmg over the prior year due to the acquisition of Tenovis, Spectel and RouteScience. e

ae L % T T ‘ i I
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Avaya Global Services reo . S : ‘ .

Year ended Septémber 30,

. Mix
2005 2004 2005 2004 Change
v , L . _ L Dotlars in rpi]lions .
Mamtenance e e e $1,506 §$1422  65% 70% % 84 6%
Implementation and mtegratlon SETVICES . ... ...\ ... 469 338 20% 7% 131 39%
Managed services. . . ... P e 350 260 15% 13% 90 . 35%
Other. .. ... . 5 1 0% 0% 4  400%
Total revenue. = .o $2,330  $2,021 100% 100%  $309 15% .\

- The.increase in revenue for AGS was primarily attributable to the acquisition of Tenovis and sales of new ,
services, partially offset by a decline in maintenance and managed services revenues in the U.S. - )

" Tenovis generated revenue for each of the service lines. Lower revenues in existing contract-related
maintenance were primarily due to cancellations, changes in contract scope and pricing pressures for U.S.
customers. This was partially offset by increases in sales of new services and off-warranty sales of services.
Implementation and integration services revenues benefited from the favorable trending of product sales in recent
quarters and growth in our infrastructure implementation business, Managed services revenues in the U.S. were
unfavorably affected by customer changes in scope, pricing pressures and cancellations, as well as lower sales of
telephony equipment to the U.S. managed services customers.

The following table sets forth operating income of the AGS segment:

Year ended September 30,

. R ¢ 't 't  Percentof Revenue '

2005 2004 2005 2004 Change

ey e L o v +'. .« Doliars in millions o

Operatingincome..J.'....- ..... S, S $i66 $249 71% 123% - $(83) -33%.

" A : “ ' ot - H

- The decrease | in operatmg income for fiscal 2005 is due to-lower gross margin and additional expenses
attrlbutable to Tenovis. Additionally, the U.S. business experienced a lower proportion of higher-margin annuity
services such as maintenance and a higher proportion of implementation and integration services, which
traditionally have lower margins. The decrease in gross ‘margin was partlally offset by the cost savings resultmg

from headcount ‘réductions taken durmg fiscal 2005 '

ﬁodau [EnuLivi 9@02\(

Corpurate / Other Unallocated Amotnts '

Year ended September 30, L i

TR Ny ., . 2005 2004 Change

. T, Lo ., . Dollars in millions )

oo ‘Revenue, ..., et e 58— $4 )]
e Operating income. ............. . e 375 $3 §$72

Revenue of $4 million in fiscal 2004 represented sales associated with the acquisition of Expanéts, Inc.,
a subsidiary of Northwestern Corporation {Expanets). These sales were not allocated to one of our operating
segments because the sales were of non-Avaya products that were in the Expanets pipeline prior to the acquisition,
and were consummated subsequent to the closing of our acquisition of Expanets. .

Operating income for both fiscal years was mainly due to the actual corporate overhead and certain other
expenses being lower than that estimated. In fiscal 2005, the Company incurred discretionary employee annual
incentive awards of $25 million, which was $80 million less than would have been recorded if we had met our
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fiscal 2005 targets regarding operating income, operating cash flows and revenues, The significantly lower -
employee incentive awards as well as any other over/under absorption of corporate overheads against plan, was
recorded within’ Corporate/Other Unallocated Amounts.

Results of Discontinued Operations pend &y

As a result of thcn’ divestitures, we classified our Connectivity Solutions business and the portions of
the Expancts business that prevnously distributed non -Avaya products as discontinued operations. The table
bélow surmarizes the opcratmg results of the businesses included in (loss) income before income'taxes from
dlscontmued operanons as well as thie gain recognized on the sale of Connectivity Solutions. -

~oa
'

SR s
'{' o e . T a ! . o o ) ' Year ended September 30,
- - - 2005 2004
AT e e ey LT T L e e T, Dollars in millions
Revenue from discontinued operations: -~ .+ 1720t i Tt e 0 ® : :
Connectivity SOIUtONS . ... ooy e ey P S $— 5168
Expanets. b repe s Ceeinanin e B AT T 8
Total revenue from dlscontmued operatlons. e S, PRI _$_— $176
(Loss) income bcforc mcome taxes from discontinued operatrons Lo e S P
C_anectlvgty,Solultons 17 R T Y S T SRR N . D e
. Results of operations-.-..,.f oo . dos oo vini L e e $@) - $ (7
Gainonsale ... ... e A S — w84,
Total (loss) income before income taxes for Connecuvrty Solut1ons. N o —5) 13
Expanets: e ’ T T
Results of operations b i oo o — (N
Total (]oss) income before income - taxes from discontinued operations. . ....... E) __$—__6
o [ANTY L KRN M

The results ofioperations for Connectivity Solutions for fiscal 2004 included a charge of $48 million
comprised of a.$24 million pension and postretirement curtailment loss and a $24 million settlement loss T
recognized upon the transfer of pension and postretirement benefit assets and liabilities to CommScope. Upon the
transfer of these pension and:postretirement benefit'assefs and liabilities to CommScope, an offsetting gain of $48
million was recognized andtincluded in the $84 mlllron gam on'sale of dlscommued operatlons for the aSSumptlon
of these habllmes by CommScope N -

V2

T"he amoums presemed for Expanets for f1scal 2004 represent the results gcnerated by the portion of the ) 1
Expanets business that previously distributed non-Avaya producls from the date of acquisition on November 25,
2003, through June 30, 2004, We divested that entire portion of the Expanets lbrrsmess as of June 30; 2004.,

Liquidity and Capital Resources. ' -»/ _

During fiscal 2006 wé- generated positive cash flow from operations of $647 million. We made a voluntary
cash contribution of $42° miillion to our us. pension plans. We also used $328 million during fiscal 2006 to
continue our program to repurchase and tetire shares of our common stock. In addition, we used $188 million to
acquire capitalizéd assets and develop software technology. Cash and cash equivalents increased by $149 million to
$899 mllllon as of September 30, 2006

Tl P 1y l 4! . PR AP '
;."'-l-'g' e e s DU T PO S L}
R A I At T T O T L
At i i o e by | [l ' e 4 o
P T S N I PU SN L SIS TEN SN S AF N SRV I SR T oL .
THLWRIE T T Ty Lo B B A IRV R YT IRU N BV (S PP co e £
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Sources and Uses of Cash for the Fiscal Year Ended September 30, 2006

A condensed statement of cash ﬂows for fiscal 2006 and 2005 follows

Year ended

September 30,
2006 2005
‘ h . “Dollars in millions
Net cash provided by (used for): . ' '
 Operating aCtiVItiEs .. ... ..o $ 647 $ 334
Inve st ACt VI S . . L . .. e e (189) (558)- '
Financing activities . ... ... ... ool B EEE TR ce e (315) . (638) \
Effect of exchange rate changes on cash and cash equivalents. . . ... e e L 6 -(5)
Net increase (decrease) in cash and cash equlvalents ....................... . s, 1490 o (867)
Cash and cash equivalents at beginningof year. .. ......... ... .. . ... o L.l ‘ C 750 1,617
Cash and cash equivalents at end of year ... ... ... R Lo e VUL, 378997 750

. . . . s .
1 - Lo PN .o .

. R T [ .
Operating Activities

+

Our net cash provided by operating activities was $647 million for fiscal 2006, compared to $334 million for
fiscal 2005, Cash provided by operating activities was primarily driven by profitable operations. Specific items -
affecting our cash flows are discussed below:

Incentive payments—During fiscal 2006, discretionary employee awards were paid but were lower than the
management mcennves paid during fiscal 2005. Payments are based on the pnor ﬁscal year ’s performance

Accoums Recewab!e Net—The followmg summarizes our accounts recewable net and related metrics:

. . ‘ . September 30,
. . R 2006 . 2005 Change
S ’ : L « * «Dollars in millions '
Accounts receivable, gross. ... .. .. PR T TR '§ 928§ 920 §-8
Allowance for doubtful accounts. .. ... S D A A 1) . (58) |
Accountsteceivable,net. . .......... .. e e S 1) $ 82 3§ 9
Allowance for doubtful accounts as a percent of accounts I b ‘
receivable, Bross .. ... ... i i S 6.1% 63% -02pts
Days sales outstanding (DSO) . .. .. ... ... . il 57 days 60 days -3 days
Past due receivables as a percent of accounts receivable, gross .. ....... .+ 17.8% 21.7% -39pts

The decrease in DSO and past-due percentage was primarily a result of an improvement in our collections
efforts on a global basis.

Inventory—The following summarizes our inventory and inventory turnover:

, . September 30, ;
2006 2005 ... Change
’ Dollars in millions ¢
Finished goods. .. .. .. . . 281 % 2714 %, . 7
Raw materials .......... I 4 14 (10)
Total inventory .. ........... b 285 % 288 % 3)
Inventory turnover............. 102 times 9.4 times + 0.8 times .
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" Accounts Payable—The following sump‘tarizcs our accounts payable and days pz_ay_éble outstanding:

September 30,
2006 2005 Change

Dollars in millions

Accountspayable .. ... .. . oL $418 %402 % 16

Days payable outstanding. . ............ ... ... 51 53 -2 days
Investing Activities

"“Net cash used for investing activities was $189 million in fiscal 2006, compared with $558 million in fiscal
2005. Activitiés in fiscal 2006 included $188 million for capltal expend1tures mcludmg $71 mllllon of capltallzcd
software deve[opment costs. . o

Flscal 2005 activities prlmanly include $421 million, net, used for acquisitions, mcludmg $265 million for ‘
Tenovis; $110 million for Spectel and $38 million for Nimcat. We used $206 million for capital expendltures
including $59 million of capitalized software development costs, and we received proceeds of $52 million from the
sale of our corporate aircraft. v

. . . o . [
\ " B . [ oo

Fmancmg Actwmes

T A o ’ ' . . . e '

Net cash used for fmancmg activities was $315 million in fiscal 2006, compared with $638 million in ﬁscal
2005. Activities in the current year include $328 million to repurchase shares of our common stock pursuant to our
stock repurchase pian and $14 million to repay our senior notes, partially offset by $28 million of cash received in.
connection with the issuance of common stock under our employec stock purchase plan and the exercise of optlons
under our stock option plans. : "

Net cash used in fiscal 2005 consisted primarily of $314 million to repurchase substantially all of our senior
notes in a public tender offer, $262 million to repay the outstanding principal of Tenovis’ secured floating rate
notes and $107 million to repurchase and retire shares of our common stock pursuant to our stock repurchase plan.
These uses of cash were partially offset by $49 million of cash received in connection with the issuance of common
stock under our employee stock purchase plan and the exercise of options under our stock option plans.., . v

Contractual Obligations and Sources of Liquidity ' - .

Contractual Obligations
The following table summarizes our contractual obligations as of September 30, 2006: -

Payments due by permd

' v ) o egs than b More than
Total 1 year 1-3 years -° 3-5years 5 years
. -. o . o In millions

Capital lease obligations(1) . ...................... § 13 $ 4 £ 9 $ — 5 —

Operating lease obligations(2). . . .. e . 704 139 209 124 232
Purchase obligations with contract manufacturers and -

suppliers(3). .......... ... ... s Wi 197 197 — — —

Other purchase obligations(d) ... .................. o115 . 115 — — —

Total . ........... e e e $1,029 . 8455 $218 $124 $232

() The payments dut for capital lease obligations do not include future payments for interest.

(2) Contractual obligations for operating leases include $39 million of future minimum lease payments that
have been accrued for in accordance with accounting principles generally accepted in the U.S. pertaining to

" restructuring and exit activities.
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(3) We purchase components from a variety of supplicrs and use several contract manufacturers to provide
manufacturing services for our products. During.ihe normal course of business, in order to manage
. manufacturing lead times and to help assure adequate component supply,-we enter into agreements with
contract manufacturers and.suppliers that allow them to produce-and procure.inventory based upon forecasted
requirements provided by us. [f we do not meet these specified purchase commitments, we could be required
to purchase the inventory. See Note 17, “Commitments and Contingencies—Guarantecs of Indebtedness and .

Other Off-Balance Sheet Arrangements——Purchase Commttments and Termmatlon Fees” to our Consolidated
Fmanctal Statements - o . - ‘
i i ' m PR v M ! . . ' . o Al

4)-. Other purchase obligations represent an estimate of contractua] oblr;,attons in the, ordrmry course of.
business, other than commitments with contract manufacturers and suppliers; for. which we have not received
the goods or servrccs as of September 30, 2006. Although contractual obligations are considered enforccable

| . and legal]y bmdmg, the terms gcneral]y allow us the optlon to canccl reschedule and’ ad]USt our requ:rcments

‘ based on our busmess ‘needs pl‘lOI’ to the dellvery of goods or performance of servrces

. LU P et - ' e T
; Our;primary future cash reqmrements wrll be-to fund workmg capital, share repurchases capltal P
expenditures, restructuring payments, employee incentive payments and benefit obligations. In addition, we may
use cash in the future to make strategic acquisitions.

Specificaliy, we expect our primary cash requirements for fiscal 2007'to be'ss follows:

e  Share repurchase plan—In accordance with the'share repurchase plan authorized by the Board of
uDirectors in-April 2005, we may use up to $500 million of cash to repurchase shares of.our outstanding
v . ucommon:stock through April 2007. Since the start of the plan through'September 30, 2006, we paid
-, 18435 million to repurchase and retire our shares, leaving approximately $65 million available for further
_ share repurchases ;according to the limitations of the plan. These rcpurchases are made at management’s
" discrétion in the open market or in privatety ncgotratcd transactlons in comphancc with applicable
| securities laws and other legal requirements and are subject to market conditions, 'share price and other
K i n o ofactors, See Note 11, “Earnings Per Share of Common Stock,” to our Consolidated Financial Statements
e gfovfurther information. o, ot o L . -

(TR

®  Capital expenditures—We expect to spend approximately $240 million for capital expenditiires and
capitalized software development costs during fiscal 2007,

o Rertructurmg payments—We expect to make payments of approx1mately $90 million durmg f|<'.cal 2007

for employee scparatron costs and leasc termmatlon obhganons assoc:ated with’ restructurmg acuons we
have taken. We may make addmona] cash paymenls lf we initiate further restructurmg actlons durtng

ﬁsca12007 s E LT
- W, o B TR S R Ot R L L L B PR T
Cu e, Emp[oyee incentive payments——Based on-our.actual results compared to our corporate targets . ..

(operating income, revenue growth and operating cash.flow} established for incentive payments .,
under the Avaya, Inc. Short Term Incentive Plan (“STIP") for fiscal 2006, we madc cash payments
aggregating $90 million to our employees during the first quarter of fiscal 2007. . .

®  Benefit obligations—In fiscal 2007, we estimate we will make.payments totaling $6 million for,
‘certam Us. pensron beneflts that are not pre- funded a $2 million contribution to satisfy the minimum
N statutory funding requtrements in the US. and contrtbutlons totalmg $I 2 mtllron for non- -US: plans. For
S f"lscal 2007 we also estimate we w1]I make payments totalmg $63 ml”lOI‘l folr retlree medlcal bencfts
. that are not pre- funded ! d - b o

AN o o u"_":!" A IV IV U S S S S L VR T

-

P LAY e, R N L A A f-‘:-“"l"r' .
Future Souner of Ltqmdrry v LD .
Ao I35 FE S DU SR S TR A PR I W N FLEEE
We expect ouriprimary.source of cash during fiscal 2007 to be positive net cash provided by operatmg. e
activities. We expect that growth in profitable revenues and continued-focus on.accounts receivable, inventory -
management and cost containment will enable us to continue to generate positive net cash from operating: , - .

activities.
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We and a syndicate of lenders are currently party to a $400 million revolving credit facility (see'Note 8,
“Capital Lease Obligations and Long-Term Debt” to our Consolidated Financial Statements), which expires in
May 2011. Our existing cash and cash equivalents and net cash provided by operating activities may be insufficient
if we face unanticipated cash needs such as the funding of a future acquisition or other capital investment.

Furthermore, if we acquire a business in the future that has existing debt, our debt service requirements may
increase, thereby increasing our cash needs. . ’

1f we do not generate sufficient cash from operations, face unanticipated cash needs such as the need to fund
significant strategic acquisitions or do not otherwise have sufficient cash and cash equivalents, we may need to
incur additional debt-or issue equity. In order to meet our cash needs we may, from time to time, borrow under our?
credit facility or issuc long- or short-term debt or equity, if the market permits us to do so.

Based on past performance and current expectations, we believe that our existing cash and cash equivalents

of $899 million as of September 30, 2006 and our net cash provided by operating activities will be sufficientto ~ ST

meet our future cash requirements described above. Our ability to meet these requirements will depend on our
ability to generate cash in the future, which is subject to general economic, financial, competitive, legislative,
regulatory and other factors that are beyond our control. - C ! i

Uncertainties Regarding Our Ligquidity _
We believe the following uncertainties exist regarding our liquidity:

®  Ability 10 Increase Revenue—Our ability to generate net cash from operating activities has been a
primary source of our liquidity. If our revenues and margins were to decline, our ability to generate net
cash from operating activities in a sufficient amount to meet our cash needs could beradversely affected.

®  Debt Ratings—Qur ability to obtain external fina'ncing' ahd the related cost of borrowihg are affected by
our debt ratings. See “Debt Ratings.” ' '

e Future Acquisitions—We may from time to time in the future make acquisitions. Such acquisitions may
require significant amounts of cash or may result in increased debt service requirements to the extent
we assume or incur debt in connection with such acquisitions.

vy

L
. 4

Debt Ratings

Our ability to obtain external financing and the related cost of borrowing is affected by our debt ratings,
which are periodically reviewed by the major credit rating agencies. As of September 30, 2006, we had a long-term
corporate family rating of Ba3 with a positive outlook from Moody’s and a corporate credit rating of BB with a
stable outlook from Standard & Poor’s. These ratings are not recommendations to buy, sell or hold securities. The
ratings are subject to change or withdrawal at any time by the respective credit rating agencies. Each credit rating
should be evaluated independently of any other ratings. -

Contributions to Pension Plan . g
During 2006, we made a voluntary cash contribution of $42 million to our U.S. pension plans.

During June 2004, we made a voluntary contribution of $111 million of our comfnon_ stock to fund our U.S.
management pension plan. The confri_bution was funded with a combination of 2,448,602 shares of treasury stock
and 4,510,646 shares of newly issued common stock. The per share value of common stock contributed to the
pension plan was $15.95, which represented the average of the opening and closing share price on June 9, 2004,
the date of the contribution. As of the date of the contribution, the treasury stock had a carrying value of 827 =
million. The difference between the $27 million carrying value and the $39 million fair value of the treasury stock
contributed was recorded as an increase to additional paid-in capital. As a result of this contribution, we were not
required to make a contribution to satisfy minimum statutory funding requirements for our U.S. pension plans
during fiscal 2004, 2005 or 2006. : ) :
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Credit Facility Y, - . o

Our credit facility contains affirmative and restrictive covenants that we must comply with, including:”
(a} periodic financial reporting requirements, (b) maintaining a maximum ratio of consolidated debt to earnings
before interest, taxes, deprec:lanon and amortization, adjusted for certain business restructuring charges and related
expenses and non-cash charges, referred to as adjusted EBITDA, of 2.00 to 1.00, (c) maintaining a minimum
ratio of adjusted EBITDA to interest expense of 4.00 to 1.00, (d) limitations on the incurrence of subsidiary
indebtedness, (¢) limitations on liens, (f) limitations on investments and (g) limitations on the creation or existence
of agrecments that prohibit liens on our properties. The credit facility also limits our ability to make dividend .
payments or distributions or to repurchasc, redeem or otherwise acquire shares of our.common stock to an amount
— . not to exceed 50% of cansolidated net income for the fiscal year immediately.preceding the fiscal year in which
such dividend, purchase, redemption, retirement or acquisition is paid or made. For fiscal 2006, the credit facility
allowed us to repurchase, redeem or otherwise acquire shares of our common stock up to an amount not to exceed
$461 mllllon which equaled 50% of our consolidated net income for fiscal 2005. On September 8, 2006, the credit
facility was amended to provide that the Company may use an addltlonal $500 million during the perlod from
October 1, 2006 through September 30, 2008 for such activities, over the amount provided for under the 50% of
consolldated net income test each year. As of September 30, 2006 we were n comphance with all of thc covenants
included in the credit fac111ty :

Providcd that we are in compliance with the terms of the credit facility, we may use up to $1 billion in cash
{excluding transaction {ees) and assumed debt for acquisitions completed after February 23, 2005. The acquisition
amount will be permanently increased to'$1.5 billion after our consolidated ad_lusted EBITDA for any period of
twelve consecutive months equals or exceeds $750 million.

There are currently $35 million of letters of credit issued under the credit facility. There are no other
outstanding borrowings under the facility and the remaining availability is $365 million as of September 30 2006.
We believe the credit facility provides us with an important source of backup liquidity.

Guarantees of Indebtedness and Other Off-Balance Sheet Arrangements

We are party to several types of agreements, including surety bonds, purchase commitments, product
financing arrangements and performance guarantees, which are fully discussed in Note 17, “Commitments and
Contingencies” to our Consolidated Financial Statements. -

Legal Proceedings and Environmental, Health and Safety Matters L

We are subject to certain legal proceedings as fully discussed'in Note 17, “Commitments and
Contingencies—Legal Proceedings” to our Consolidated Financial Statémeénts. '
.. . . PO

Quantitative and Qualitati\{é' Disclosures About Market Risk

Foreign Currency Tmnsactwns h

Recorded Transacttons—We utilize forelgn currency forward contracts primarily to manage short-term
exchange rate exposures on certain receivables, payables and loans residing on foreign subsidiaries’ books, which
are denominated in currencies other than the subsidiary’s functional currency. For fiscal 2006 and 2005, the
changes in the fair value of the foreign currency forward contracts were substantla]ly offset by changes resu!tmg
from the revaluauon of the hedged items.

The falr value of foreign currency forward contracts is sensitive to changes in currency exchange rates. -. .,
A 10% appreciation in traded-against foreign currency value from the prevailing market rates would have had ., -
a negative impact of $39 million and $37 million, respectively, for fiscal 2006 and 2005. Conversely,.a 10% . . - .-
depreciation would have had a positive impact of $36 million and $27 million, respectively, for fiscal 2006 and :
2005. . Do .
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Forecasted Transactions—From time to time, we use foreign currency forward contracts to offsét certain >
forecasted foreign currency transactions primarily related to the purchase or sale of product expected to occur
during the ensum‘g twelve months The change in the farr value of foreign currency forward comracts is recogmzed
as other i mcome or expense in the perrod in Wthh the exchangc rates change For frscal 2006 and 2005 these gatds

_and losses were. notmaterlal to ourresults of operatlons g o
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During'the first and sécond quarters of 2004,.weentered into a total of five interest rate swap agreements

each having a notional amount of $50 million and a maturity date of April 2009, which matched.the notional - *%.
amount of the senior notes' outstanding. The interest rate swaps‘effectively converted $250 million of the v oo
senior notes from fixed rate debt into floating rate debt. During the third and fourth quarters of fiscal 2004, we 2
terminated-all five of our mterest rate swap agreements as we ant1c1pated further repurchases of the senior notes..
' Y
ln November 2(}01 Tenovrs Fmance ertted emered mto two mterest rate swap agreements each withan
ortgmal nottonal amount of Euro 150 mllhon whtch matched the notlonal amount of the sccured floating rate r,\',. \
notes utstanding. Mtrrormg tbﬂ;: sccured floatmg rate notes "me mterest rate swaps had a ﬁrtal maturny date of
November 2007. These mterest rate swap agreemcnts wéreRtaiea miordcr{toxconvert the sccured notes f'loatmg
&2

PN it

rate debt into fixed rate debt. During fiscal 2005, we repaid the outstanding principal amount o’f“t)he secured
floating rate notes and concurrently termmatcd the two interest rate swaps. - o C

s

’

See Note 9, “Dertvattves and Other F1nanc1a] Instruments” to our Consoltdated Fmancral Stalements for
further details related t6 these ‘interest Tate’ swap agreements . . o

Recent Accounting Pronouncements - vt oot T d S
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SFAS 158 T . | .

In September 2006, the FASB issued SFAS No. 158, “Emp]oyers Accountmg for Deﬁned Benefit Pension
and Other Post Retirement Plans—an amendment of FASB Statements No 87, 88 106 and l32(R)” (“SFAS 158").
SFAS 158 improves reporting of obligations-for pensmns and other post-retirement benefits by recognizing the
over-funded or under-funded status of plans as an asset or liability. The pronouncement does not-change how . v -
plan assets and benefit obligations are measured under FAS 87 and FAS 106, nor does it change the approach foru :
measuring annual benefit cost reported in carnings. Rather, it eliminates the provisions that permit plan assets
and obligations to be measured as of a date notimore than three months-prior to the balance sheet daté; instead:
requiring measurement as of the reporting date; In addition, the pronouncement requires prevrously unrecogntzed
items, such as actuarial gams and unrecogmzed pnor service costs or credits to be recogmzed on the balance -
sheet as a component of other comprehenswe income. The Company will adopt the provisions of SFAS 158 i in
fiscal 2007. Upon adoption of SFAS 158, the Company‘wﬂl record an increase in the pension liability recognized .
on the Consolidated Balance Sheets of approximately $1 miilion with an offset to other comprehensive income.
Additionally, the Company will record an increase in other post-retirement liability obligations recogmzed on the
Consolldated Balance Sheets of approxrmately $227 mrl]lon wrth an offset to other comprehenswe lncome

mﬁsn7 -nwr5l~.unf”. B L R R

In September 2006 the FASB 1ssued SFAS No. 157 “Fatr Value Measarements” (“SFAS ]57”) SFAS 157
defines fair value and establishes a framework’ for measuring y fair value undcr U S, GAAP. The pronouncement ,' .' .
describes fair value as being based on a hypothetical transaction to sell an asset or transfer a l1ab111ty ata spec1ﬁc
measurement date, as considered from the perspective of a market participant who holds the asset-or. owes -
the liability. In addition, fair value should be viewed as a market-based measurement, not an ‘entity=specific
measurement.-Therefore, fair value should.be.deterniined based on the assumptions that market participants ..
would.use in pricing.an asset or lability, including all risks associated with that'asset or. liability. SFAS 157 wrll be
effective for the Company beginning in fiscal 2009. The adoption of SFAS 157 is not expected to have a material-
impact on the Company’s Consolidated Financial Statements.
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SAB 108 K T

- In September 2006, the SEC issued SAB 108; {Considering the Effects of Prior Year Misstatements when
Quantifying Misstatements in Current Year Financial Statements” (“SAB -108”).. SAB 108 provides interpretive -
guidance on how the effects of the carryover or reversal of prior year misstatements should be considered in .

quantifying a current year misstatement. The pronouncement prescribes an approach whereby the effectofall- . ,; -

unrecorded identified errors should be considered on all of the financial statements rather than just either the effect.
on the balance sheet or the.income statement. The Company will adopt the provisionsjof SAB 108 beginning in +
fiscal 2007: The adoption of SAB 108 is not expected to have a material impact on the Company s Consolidated: ".. .
Financial Statements, - . r ‘ D AT U P oy
Ty ooonite oL Th

FIN 48
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In July 2006, the FASB issued FASB Interpretation No. 48 “Accounting for Uncertainty ini Income Taxé$
(an interpretation of FASB Statement No. 109)” (“FIN 48”). FIN 48 clarifies the accounting for uncertainty in
tax positions and requires that companies recognize in their financial statements the impact:of a tax position,
if that position is more likely than not of being sustained on audit, based on the technical merits of the position.;.
The Company. will be required-to adopt the provisions.of FIN 48 beginning in fiscal 2008; with the cumulative.
effect of the change in accounting principle recorded as an adjustment to opening retained earnings-as-well as- .,
requiring additional disclosures. The Company is currently assessmg the lmpact of the adopnon of.FIN 48 on its
Consolldalcd Financial Statements.: . ca L S I S TS
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"I Mérch 2006 the FASB issued SFAS No 156, “Accountmg for Serwcmg of Financial Asscts—an
amendment of FASB Statement SFAS No. 140” (“SFAS 156™). SFAS 156 simplifies the accountmg for 1an B
servicing rights and the financial instruments used to hedge risks associated with those rights. SFAS:156 -
requires that servicing rights be valued initially at fair value, and subsequently.accounted for at either fair value, . -,
ot amortized over the economic life of the related lease. The Company.will adopt the provisions of SFAS 156 ., -
beginning in fiscal 2007. The adoption of SFAS 156 is not expected to have a material impact on the Company's - -

Consolidated Financial Statements. . \ . ot : : RS
Mo .‘ }“:‘ P )4-. A T Y o ':A Tant b !"“"( * -“
SFAS 155 . L _ .
. . K ] . i R TR o o i e LI

arIn February 2006 thc FASB 1ssued SFAS No. 155, “Accountmg for Certain Hybrid Financial Instruments—-y,
an amendment to FASB Statements No. 133 'and 140" (“SFAS 1557). SFAS 155:simplifies the accounting.for - ..t
certain hybrid financial instruments. containing embedded derivatives. SFAS 155 allows fair value measurement . - +
for any hybrid financial instrument that contains an embedded derivative that otherwise,would require bifurcation .
under SFAS 133, “Accounting for Derivative Instruments and Hedging Activities.” In addition, it amends-SFAS ., .
140, “Accougtmg for Transfers and Servicing of Financial Assets and Extlpgulshmenls of Liabilities” to allow a
quallfymg spcc:a] purpose enuty io hold a derlvalwc financial mstrumem that pertams toa beneficial interest
other than another denvanve ﬁnancral mstrumem The Company will adopt the prowsnons of SFAS 155 begmmng
in fiscal 2007. The adoption of SFAS 155 is not cxpected to have a matcna] 1mpact on the Company s Consohdated
Financial Statements.

1

- . . T “ .
e . . [ !

Recent Tax Legislation . e , e N

On Ocluber 22, 2004, the Amerlcan Jobs Creatlon Act of 2004 or the'Act, was 51gned into law. The Act L
includes a deductlon of 85% of certam fore:gn earnifigs that are repatrlated as deﬁned in thié Act. With’ respect to
the repatriation prowsmn the Company determmed thal it w1]] not repatnate earmngs pursuam to the Amencan '
Jobs. Creatlon Act of2004 ' : RN P e T
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The Application of Critical Accounting Policies

Our Consolidated Financial Siatements arc based on the selection and application of accounting principles
generally accepted in the United States of America, which require us t¢ make estimates and assumptions about

future events that affect the amounts reported in our financial statements and the accompanying notes. Future

events and their effects cannot be determined with absolute certainty. Therefore, the determination of estimates
requires the exercise of judgment. Actual results could differ from those estimates, and any such differences may
be materia! to the financial statements. We believe that the following policies may involve a higher degree of
judgment and complexity in their application and represent the critical accounting policies used in the preparation’
of our financial statements. If different assumptions or conditions were to prevail, the resulis could be materially
different from our reported resuits.

Revenue Recognition

4 M [}

~ We derive revenue primarily from the sale and service of communication systems and applications. In .- -
accordance with SEC Staff Accounting Bulletin No. 104, “Revenue Recognition,” revenue is recoghized when ¢
persuasive evidence of an arrangement exists, delivery has occurred, the fee is fixed and determinable, title and
risk of loss have been transferred to the customer, contractual obligations have been satisfied and.collectibility is
reasonably assured. When we provide a combination of products'and services to customers, the arrangement is
evaluated under Emerging Issues Task Force Issue No. 00-21, “Revenue Arrangements with Multiple 'Deliverables,”
or EITF 00-21, which addresscs certain aspects of accounting by a vendor for arrangements under which the
vendor will perform multiple revenue-generating activities. The application of the appropriate accounting guidance
to our revenue requires judgment and is dependent upon the specific transaction and whether the sale includes
systems, applications, services or a combination of these items. As our business evolves, the mix of products and
services sold may impact the timing of when revenue and related costs are recognized.

Our products are sold directly through our worldwide sales force and indirectly through our global network
of distributors, dealers, value-added resellers and system integrators. The purchase price of our systems and
applications sold on a direct basis typically includes installation and a warranty for up to one year. Revenue from
the direct sales of products.that include installation services is recognized at the time the products are installed,
after satisfaction of all the terms and conditions of the underlying customer contract.

Our indirect sales of products to distribution partners are generally recognized at the time of shipment if all
contractual obligations have been satisfied. We accrue a provision for cstimated sales returns and other allowances
and deferrals as a reduction of revenue at.the time of revenue recognition, as required. We calculate the provision
for sales returns and allowances based on a quarterly analysis of actual historical returns and allowances in relation
to current quarter sales, and determine the required allowance. This analysis requires a significant amount of .-
judgment. If the accrued provision is higher or lower than required based on-our quarterly analysis, the provision is
adjusted against revenue. - . : ' : : T .

Revenue and the related costs from services performed under managed services arrangements, professional
services and services performed under maintenance contracts are recognized ratably over the term of the '
uhderlying customer contract or at :thelend of the contract, wher.i obligations have been satisfied. For services
performed on a time and materials basis, revenue is recognized upon performance. ' ’

'

Most of our sales require judgment principally in the areas of customer acceptance, returns assessment and
collectibility. The assessment of collectibility is particularly critical in determining whether or not revenue should
be recognized. We assess collectibility based primarily on the creditworthiness of the customer as determined
by credit checks and analysis, as well as the customer’s payment history. In addition, a significant amount of
our revenue is generated from sales of product to distributors. As such, our provision for estimated sales returns
and other allowances and deferrals requires significant judgment. We provide for estimated sales returns and '
other allowances and deferrals as a reduction of revenue at the time of revenue recognition, as required. If these
estimates, which are based on historical experience, are significantly below the actual amounts, our revenue could
be adversely affected.
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We also sell proprietary voice application software products. We recognize revenue related to these sales

in accordance with AICPA Statement of Position 97-2, “Software Revenue Recognition.” In multiple- element
software arrangements we allocate revenue to each element based on its relative fair value. The fair value of any
undelivered element is determined using vendor-specific objective evidence (“VSOE”) or, in the absence of VSOE
for all elements, the residual method when VSOE exists for all of the undclivered elements. In the absence of fair
value for a delivered element, we first-allocate revenue based on VSOE of the undelivered elements and the residual
revenue to the delivered elements. Where VSOE of the undelivered element cannot be determined, we defer
revenue for the delivered elements until the undelivéred elements are delivered. ) R

. ' . o o
P i v ‘ . 4 . [

Collectibility of Accounts Receivable . . .o s,

Our accounts receivable are recorded net of an allowance for doubtful accounts. As discussed above, we
accrue for the allowance based on an analysis of historical trends. In order to record our accounts receivable at their
net realizable value, we also assess their collectibility. A considerable amount of judgment is required in order to
make this assessment including a detailed analysis of the aging of our receivables and the current creditworthiness
of our customers and an analysis of historical bad debts and other adjustments. We have recorded allowances for
receivables which we believe are uncollectible, including amounts. for the resolution of potential credit and other -
collection issues such as disputed invoices, customer satisfaction claims and pricing discrepancies. However, -
depending on how such potential issues are resolved, or if the financial condition of any of our customers were to
deteriorate and their ability to make required payments became impaired, increases in these allowances may be
required. We actively manage our accounts receivable to minimize credit risk, and as of September 30, 2006, we
have no individual customer that constitutes more than 0% of our accounts receivable.

Inventories

In order to record our inventory at its lower of cost or market value, we regularly assess the ultimate
realizability of our inventory. We adjust our inventory balance based on historical usage, inventory turnover and.
product life cycles through the recording of a provision which we include in cost of sales. In'certain circumstances.
such as the introduction of a new product, we may make judgments as to future demand and compare that with the
current or committed inventory levels. Where we have determined that the future demand is lower than our current
inventory levels, we adjust our inventory balance accordingly. In addition, we have outsourced the manufacturing
of substantially all of our GCS products. We may be obligated to purchase certain excess inventory levels from our
outsourced manufacturer that could result from our actual sales of product varying from forecast, in which case we
may need to record additional inventory prov1510ns in the future.

Deferred Tax Assets and Tax Liabilities ' .

Our deferred tax assets are primarily a result of deducuble temporary differences reclated to pension and other
accruals, as well as tax credit carryforwards and net operating loss carryforwards which are available to reduce
taxable income in future périods. A considerable amount of judgment is required in estimating the amount of
deferred tax assets to recognize in the financial statements. In determining whether or not a valuation allowance is
required, we must consider, among other things, historical results for both book and tax purposes and expeclatlons
of future book and taxable income, : » . _ '

The Company is directly responsible for all U.S. federal, state, local or foreign tax audit issues for periods
subsequent to the distribution. Significant judgment is required in determining the worldwide provision for income
taxes. While it is often difficult to predict the final outcome or the timing of resolution of tax issues, the Company
establishes tax reserves based on estimates of additional taxes and interest due with respect to certain positions that
may not be sustained on review by tax authorities. The Company adjusts these reserves in light of changing facts
and circumstances, including the results of tax audits and changes in tax law, The Company believes that its tax
reserves reflect the probable outcome of known contingencies.
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Long-LivedAssets T AL VI S e T e

We have recorded property, plant and equlpment 1ntang|ble assets and capltahzed software costs at cost less
accumulated deprec1atlon or amortlzanon The determmanon of useful lrves and whether or not these assets’ are )
rmparred mvolves srgmﬁcant Judgment )

. 1 3 ¥ . ' . it PO
.r'f- iy ] o at . . . ' LR S i L P T

t. ~.»A considerable amount of judgment is also réquifed il calculating any:impairinent charge for assets that are *
held and used, principally in.determining discount rates, market premitums, financial forecasts, and allocation
methodology. In calculating an impairment charge for assets held for sale, significant judgment is required in. ' .
estimating fair value and costs to sell. Our estimates are based on valuations obtained from third parties and on
estimates of incremental costs such as commissions and fees that are customary for sales of similar assets. )

Any potential goodwill impairment is determined using a-two-step approach. The first step of the goodwill

impairment test is used to identify potential impairment by comparing the fair value of-a reporting unit, which'

is one level-below our operating segments, with-its carrying amount, including goodwill. If the fair value is less
than the book value, a second step is then performed.. The second step of the goodwill impairment test compares "/
the implied fair value of the reporting unit’s goodwill with the carrying-amount of that goodwill. If the carrying
amount of the reporting unit’s goodwill exceeds the implied fair.value of thdt goodwill, an impairment-loss is *

* recognized in an amount equal to that-excess. We conducted the required annual goodwill impairment review "
during the fourth quarter.of fiscal 2006.-We completed updated valuations for.all reporting units with goodwill as.
of September. 30, 2006 using a discounted cash flow approach based on forward-looking information regarding -
market share, revenues and costs for each reporting unit as well as approprrate drscount rates. As a result we it
determined that goodwill was not impaired as of September 30, 2606. . - R

Restructuring Programs SEarY

We recorded restructuring charges during the ‘fourth quarter of fiscal 2005 and during fiscal 2006: The
restructuring charges include employee termination benefits as well as accrials for vacating leased premises.. .
and-terminating’ operatmg leases. In connection with our acquisition of Tenovis in fiscal 2005, we recorded - i,
restructuring charges in accordance with EITF 95-3 for termination benefits to be paid to former Tenovis-  * « -
employees. In.prior yéars, we recorded restructuring charges in accordance with EITF 94-3, the balance of wh1ch
relates to leased: premrses that have been vacated. v e - . -

et T

y A srgnrlflcant arount of Judgment is requrred n estrrnatmg the{amount of restructurmg charges to record
Estimates used fo defermine employee termination benefit payments may differ from the actual amounts pa1cl
In addition, estimates used to establish reserves related to real estate lease obligations may be adjusted based on’
new information. Because certain of our real estate lease obligations extend through fiscal 2021, assumptions
were made as to the timing, availability and amount of sublease income that we expect to receive. In making
these assumptions; we considered many variables such as the vacancy rates of commercial real estate in.the local
markets. and the market.rate for sublease rentals. The requirement to project sublease.income for many years into
the future, our-estimates and assumptions regarding the commercial real estate market that we used to calculate -
future sublease income may be materially different from-actual sublease income. .If our sublease income estimates‘
were too high, we would incur-additional real estate lease obligation charges. Conversely, if our sublease income
estimates were too low, we would be required to reverse charges and recognize income. TR

N . [ ' ' . LI . o

Pemu;n and Pastretrrement Benef' Tt Costs ‘ th . . . L L
. . P} Ly LT . N . , il
s - We sponsor non-contributory defined benefrt pension’ plans covering the majority of ourU.S. employees vl
and retirees; and postretirement benefit plans for U.S. retirees that include healthcare benefits and life insurance -~
coverage. Certain non-U.S. operations have various retirement benefit programs covering substantially all'of-their )

employees: Some of these programs are considered to be defined benefit pension plans for accountmg purposes.

R , LfTg oty . Ve i
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Our pension and postretirement benefit costs are developed from actuarial valuations. Inherent in these .
valuations are key assumptlons mcludmg the discount rate and expccted long-term rate of return on plan assets.
Material changes in our pensmn and’| postretlrcmem benefll costs may occur in the future due to changes i in these
assumptions, changes in the numbet of plan part1c1pants changes in the level of benefits provided, and changes n
asset levels and changes in legls[atlon " b Lot

i PR : cud gl I : [T H e

. rThe dlscount rate’is subject to change each year, cons1stent wnth changes in rates of return on high-quality -

fixed:income.investments currently available and:expected:to:be available during the expected benefit payment: ..
period. We select the:assumed discount rate for our U.S. pension and postretirement plans by applying the +. . ..«

published rates of an existing yield curve, such as the Citigroup Above Median Pension Discount Curve, to.-

the expected benefit payment streams and develop a rate at which we believe the benefit obligations could be
effectively settled. Based on the published rates as of September 30, 2006, we used a discount rate of 5.90% for
both the U.S. pension and postretirement plans, an increase of 40 basis points from the 5.50% rate used as of
September 30, 2005. For fiscal 2006, this had the effect of reducing our projected pension benefit obligation by
approximately $131 million, and our accumulated postretirement benefit obligation by approximately $29 million.
For fiscal 2007, this has the effect of reducing pension service cost by approximately $1 million and our
postretirement service cost by less than $1 million.

The expected long-term rate of return on U.S. pension and postretirement plan assets is selected by taking
into account the expected duration of the projected benefit obligation for the plans, the targeted asset mix of

- the plans, and whether the plan assets are actively managed. The forward-looking assumptions underlying our

expected long-term rate of return are developed by our investment adviser and reviewed by us for reasonableness.
The returmrand risk assumptions consider such factors as anticipated long-term performance of individual asset
classes, risk premium for active management based on qualitative and quantitative analysis, and correlations of the
asset classcs that comprise the asset portfolio. Based on the study completed this year, the expected rate of return
for fiscal 2007 will remain unchanged at 9.0% for the pensicn plan assets and 7.0% for the postretirement plan
assets. A 25 basis point change in the expected long-term rate of return would result in approximately a $6 million
change in our pension expense and less than $1 million change in our postretirement expense.

The market-related value of our plan assets is developed using a five-year smoothing technique. The market-
related value as of the measurement date is calculated as follows: (1} A preliminary market-related value is
calculated by adjusting the market-related value at the beginning of the year for payments to and from plan assets
and the expected return on assets during the year. The expected return on assets represents the expected long-term
rate of return on plan assets adjusted up to plus or minus 2% based on the actual 10-year average rate of return
on plan assets. (2) The final market-related value is determined as the preliminary market-related value from
(1) above, plus 20% of the difference between the actual return and expected return for each of the past five years.

Commitments and Contingencies

We are subject to legal proceedings related to environmental, product, employment, intellectual property,
licensing and other matters. In addition, we are subject to indemnification and liability sharing claims by Lucent
under the terms of the Contribution and Distribution Agreement, In order to determine the amount of reserves
required, we assess the likelihood of any adverse judgments or outcomes to these matters as well as potential
ranges of probable losses. A determination of the amount of reserves required for these contingencies is made
after analysis of each individual issue. The estimates of required reserves may change in the future due to new
developments in each matter or changes in approach such as a change in settlement strategy. Assessing the
adequacy of any reserve for matters for which we may have to indemnify Lucent is especially difficuilt, as we
do not control the defense of those matters and have limited information. In addition, estimates are made for
our repurchase obligations related to products sold to various distributors who obtain financing from certain
third party lending institutions, as described in Note 17, “Commitments and Contingencies” to our Consolidated
Financial Statements.
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Accounting for Stock Options : - ' I

Dl;ring fiscal 2005 and prior y'ears, we accounted for stock options in accordance with Accounting Principles
Board Opinion 25 and disclosed the pro forma effect of expensing stock options in accordance with SFAS 123.
Effective Qctober 2003, we have adopted SFAS 123(R), which requires us to recognize compensation expense
in our financial statements for the fair value of stock options we issue. Both SFAS 123 and SFAS 123(R) require
management to make assumptions regarding the expected life of the options, thfe expected liability of the options
and other items in determining estimated fair value. Changes to the underlying assumptions may have significant
impact on the underlying value of the stock options, which could have a material impact on our financial-"
statements, : o . te ‘
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MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Management is responsible for establishing and maintaining adequate internal control over financial
reporting, as such term is defined in Exchange Act Rule 13a-15(f). Management (with the participation of our
principal executive officer and principal financial officer) conducted an evaluation of the effectiveness of internal
control over financial reporting.based on the framework in Internal Control — Integrated Framework issued by
the Committee of Sponsoring Organizations of the Treadway Commission {COSQ). Based on this evaluation,
management concluded that internal control over financial reporting was effective as of September 30, 2006
based on criteria in Internal Control — Integrated Framework issued by COSO. Management’s assessment
of the effectiveness of internal control over financial reporting as of September 30; 2006 has been audited by
PricewaterhouseCoopers LLP, an mdependent registered public accounting firm, and PrlcewaterhouseCoopers

LLP has issued an attestation report on management s assessment of the effecuveness of the Company s internal
control over ﬁnam:lal reportmg, whlch is mcluded herein, , .
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“REPORT OF INDEPENDENT'REGISTERED PUBLIC ACCOUNTING. FIRM

" . . . P "
! AV et | LA

To the Board of Dlrectors and Sharcho!ders of Avaya Inc '

.t " R R

“We have completed integrated audits of Avaya'Inc.’s 2006 and 2005 consolldated financial statements and
of its internal control.over financial reporting-as of September 30,2006, and an audit of its 2004 consolidated -

financial statements in accordancé with the standards of the Public Company Accounting Overs:ght Board (Umted'

States). Our opm10ns based on our audits, are presented below. . A N

A ’ .o
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g;onsolidatedfinancnalstate'ment oo T L T T ST

In our opinion, the consolidated fmancml statements listed in the mdex appearmg under Item 15(a)(1) of

this Form 10-K present fairly, in all material respects the financial posmon of Avaya Inc. and lts sub51d1arles (the
“Company”) at September 30, 2006 and 2005, and the results of theif operations and their cash flows for each

of the three years in the period ended September 30, 2006 in conformity with accounting principles generaily
accepted in the United States of America. These financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these financial statements based on our audits. We
conducted our audits of these statements in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit of financial
statements includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates made by management, and
evaluating the overall financial statement prescntation. We believe that our andits provide a recasonable basis for
our opinion.

As discussed in Note 2 to the consolidated financial statements, the Company changed the manner in which it
accounts for share-based compensation effective October 1, 2005.

Internal control over financial reporting

Also, in our opinion, management’s assessment, included in the accompanying Management’s Report on
Internal Control Over Financial Reporting appearing in Exhibit 13 of the Form 10-K, that the Company maintained
effective internal control over financial reporting as of September 30, 2006 based on criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (COSO), is fairly stated, in all material respects, based on those criteria. Furthermore, in our
opinion, the Company maintained, in all material respects, effective internal control over financial reporting
as of September 30, 2006, based on criteria established in /uternal Control—Integrated Framework issued by
the COSO. The Company’s management is responsible for maintaining effective internal control over financial
reporting and for its assessment of the effectiveness of internal control over financial reporting. Our responsibility
is to express opinions on management’s assessment and on the effectiveness of the Company’s internal control
over financial reporting based on our audit. We conducted our audit of internal control over financial reporting
in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether effective
internal control over financial reporting was maintained in all material respects. An audit of intcrnal control over
financial reporting includes obtaining an understanding of internal control over financial reporting, evaluating
management’s assessment, testing and evaluating the design and operating effectiveness of internal control,
and performing such other procedures as we consider necessary in the circumstances. We believe that our audit
provides a reasonable basis for our opinions.

A company'’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (i) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (ii) provide reascnable
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assurance that transactions are recorded as necessary:to permit preparation of financial statements in accordance
with generally accepted accounting prmmples ;and that receipts and expenditures of the company are being made
only in accordance.with authorizations of managemem and directors of the company; and (iii) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect

misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that

controls may become inadequate because of changet; in conditions, or that the degree of compliance with the
policiés or procedures may deteriorate. ] N

ety . E g

PricewaterhouseCoopers LLP . . o
Fiorham Park, New Jersey
December 8, 2006
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- AVAYA INC.
CONSOLIDATED STATEMENTS OF INCOME

2

i

-

" Year ended September 30,

s L . 1
006 2005 2004
Dollars in millions, except per
share amounts
REVENUE R . N

Sales of products .................... e $2510 $2,294 52,048

ETVICES .ottt e e N 2,002 1,971 1,761
- Retal and managed services. . ... .o onen oL T T T T I T 636637 T 60 e

5,148 4,902 4,069
COSTS

Sales of Products ... . ... o i e 1,168 1,045 928

SEIVICES v o oo nr et ettt et e 1,320 1,297 1,064

Rental and managed services....... ..o i 270 259 132

. 2,758 2,605 2,124
GROSS MARGIN . .. it e e e 2,390 2,297 1,945
OPERATING EXPENSES

Selling, general and administrative ......... . ... .o 1,595 1,583 1,274

Research and development. . . ... ... .o i e 428 394 348

Restructuring charges. . . ... ... e 104 22 —

TOTALOPERATINGEXPENSES ... .. .. . 2,127 1,999 1,622
OPERATING INCOME . ... e 263 298 323

Other income (expense), €t . .. .. o oveoiiiiinennnt P 24 (32) (15)

TNtETest EXPENSE . . .« v uenenee it e aneens e 3) (19) (66)
INCOME FROM CONTINUING OPERATIONS BEFORE

INCOME TAXES .. it 284 247 242

Provision for (benefit from) income taxes.............covviniennn 83 (676) (49
INCOME FROM CONTINUING OPERATIONS. ... ... ...t 201 - 923 291
(LOSS) INCOME FROM DISCONTINUED OPERATIONS,

NETOFINCOME TAXES. ... ... i iiiianmaanaaees — (2) 5
NETINCOME . ...\t e $ 201 § 921 296
Earnings Per Common Share—Basic:

Earnings per share from continuing operations . . ......... . ..ovveeiannn. $ 043 § 195 0.66

Earnings per share from discontinued operations ........................ — C— 0.01

Earnings pershare ... ... ... . . i i e $ 043 $ 195 § 067
Earnings Per Common Share—Diluted:

Earnings per share from continuing operations .. ................... .. .. $ 043 $ 189 § 063

Earnings per share from discontinued operations ........................ — — 0.01

Earnings per share . ... ... ettt e -$ 043 "% 1.89 § 0.64

The accompanying Notes to Consolidated Financial Statements are an integral part of these Statements.
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AVAYA INC.

- The: accompanylng Notes to Consohdated Fmanclal Staterents-are an integral part- of these Statements.
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4 i~ - CONSOLIDATED BALQNCE‘S‘}’[EETS '
' As of Séptember 30,
2006 . 2005
N . I ' Py B ST IR, . E s ‘ Ao Py §|‘ Dollars in mlllmns,
" SV - ’ T Y dxeept per share amounts
- ASSETS Lo v 3 .
Current assets; A =
« Cash and cash equlvalents*. SR, P e oo F 899 $ 750
* Accounts receivable, less‘allowances of $57 million and'$58 million as of ~ b o !”N . -
September 30, 2006 and 2005, respectively. .. ... ... .. .. ... 871 B 862
LInventory ... e e e e = 2855 288
" Deferred income taxes, net. T e ' 9 e 1z “,15;5_ ;‘ o0 143
" Other CUTTENt asSets « -« - . oo oo ST " 2)5) "L s
TOTAL CURRENT ASSETS. . ... e i 2,359° 2,171
_ Property, plant and equlpment DEL ..ty e [P = c:‘6‘6’8 i 738
Déferred income taxes, net. . . .................... i R j 3787 .= 511
' Intangible assets....... e e e LT PO [7 £263 - : 337
Goodwill, . .. . s 941 914
. Other assets ......... _—”' ................... o= og,. 182 2 148
TOTAL ASSETS ....0 ..o o i, T L OY85200 15 $5219
LIABILITIES AND STOCKHOLDERS’ EQUITY T .
Current liabilities: o oo
:Accounts payable . ... e = 418 d 4027 .
Payroll and benefit obligations, .. ................. S 348 300~
Deferred revenue .. ........... i PR 286 244,
** Other current liabilities. . 7. ........... O S U ; LA 338 373
TOTAL CURRENT LIABIEITIES ....0 . ... ... SR s S EI387 - 1,319
Benefit obligations . .. ... .................. B 1,350 1,561
Deferred income taxes,net. ............ A e T 96
Other liabilities. . . .. .« ... ... .. i P D z 300 282
TOTAL NON-CURRENT LIABILITIES .....0......... U U T I 1,727 1,939
Commitments and contingencies . 5 . '_ . ° £ : : y
STOCKHOLDERS’ EQUITY T BRI G v
Series A junior participating preferred stock, par value $l 00 per share,{/ 5 [111”10]'1 :’ N
shares authorized; none issued and outstanding. .<........: S S — —
Commlon stock, par value $0.01 per share, L.5 billion shares authorlzed 452 ,203, 778 “ . C
and 471,328,963 issued (including 461 /429 and 207,053 treasury shares) as of - Ei
September 30, 2006.and 2005, respectlvely. T T :.' & 5 :—4 5
. Additional paid-in-capital .. ............ ... e ol f. 5.5, 2,637 2,895
. Retained earnings.(accumulated deficit) . S S UL i I (53)
:, Accumulated other compr‘eli'ensiye loss. ... .5 e R LR S (698) (883)
Less: treasury stock AECOSE. v vvaeennn . EID SO ; S {6) (3
" TOTAL STOCKHOLDERS’ EQUITY. S S i sz oo 32,086 1,961
TOTAL LIABILITIES AND STOCKHOLDERS’ EQUITY Lie... 000 85200 0 $5219
co . R ToTELr gl E
. I N S
;_t‘-. ____*T‘:'e'_‘g’:r

N
Q
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AVAYA'INC.
CONSOLIDATED-STATEMENTS OF CASH FLOWS
Year ended September 30,
2006 2005 2004
Dollars in millions
OPERATING ACTIVITIES: (revised)
Netincome. .. ... iiiannnnn T e e O - $201 5 921 § 296
Less: (loss) income from discontinued operatlons 1T SRR — (2} 5
Income from continuing OPErations. . ... ..ooi it e e e I I 923 ,291
Adjustments to reconcile net mcome to net cash provnded by operaung acuvmes from ,
continuing operauons N
Business réstructuring charges (revcrsals) R . 104° 17 Un '
Depreciation and amortization . .......... R e e 290 R 147
Amortization of restricted stock wnits .. ... o oL, B e - 15 10 15 .
Share-based compensanon .......... Eovyas R R e 15 — —
Provtslon for uncollectible rt,celvablcs R e . D :_. . 10 18 g
Deferred taxes, including reversal of valuationallowance .......................... ... 16 (601) g
IMPairment Charges . .. ... e e 29 — —
Reversal of tax liabilities related to audit settlement . ................: L. R, (M (124)! t (A7)
Loss on extinguishmentofdebt, net .. ... ... . — 44 42
Litigation SetIEIMENTS. . . . .o\ttt ettt e et et e e — — (23}
Purchased in-process research and development .. ... it —_ 7 —
- Unrealized gains (losses) on foreign cusrency exchange v T L2 A2) 29
Adjustments for other non-cash items, net . ... .. ... ..o i, A —_ (2) -8
Changes in operating assets and liabilities, net of effects ofacqu:red businesses: ' .
Receivables .. .........:..c... .. L T, A S (18) (68) -2
Inventory........... e N ‘ 6 56 34
Restricted cash .. .... e e e e e 1 9 28 [
Accounts payable 1. ... .:. .S el L AT e DU .13 L) —_ o
Payroll and benefits ...................... e e S K (89) 77 8
Voluntary contributiontopensionplan. ... ... e (42) — —
Accrued interest payable on long-termydebt®’ " ... .. PN () (17 (70) >
L g T T =t U e (76) 17 (24) g
Deferred Fevenue. . . ...oo i e e S 50 2 16 c
Other assets and liabilities . ... "o o s T ot 18 . (89) . (62} 1]
NET CASH PROVIDED BY OPERATING ACTIVITIES FROM CONT[NUING OPERATIONS ..... . 647 334 479 -
Net cash (used for) operating activities from discontinued operations . . .. .. et e C e — (21) . . Y
NETCASHPROVIDEDBYOPERAT]NGACTIVITIES.............................‘..' ..... N 647 334 458 g
INVESTING ACTIVITLES: : o ‘ ' ' o
Capital expenditurés................ U S S . R (1 (47 (31) 2
Capitalized software development COSES . ... ...\ttt ittty it aaas (71} (59) (38)
Acquisitions of businesses, net of cash acquired., . ......... ..., e — (421) (128) -
(Payments for) proceeds from sales of discontinued operatlons ............................... — 3) 260
Proceeds from sale of Commscope common steck . . .c.. 0. . e O — — 28
Proceeds from sale of property, plant and equipment . . ............ ... L P 7 52 —
Investments in marketable securities,.............. ... .., e e — — V)]
Othe:mves\mgac\wmesnet.........‘................................._ ............ (8) 20 {4
NET CASH (USED FOR) PROVIDED BY INVESTING ACTIVITIES ' ' o
FROM CONTINUING OPERATIONS. . ..x ... .. e [ETTTO L (189 (558) 21
FINANCING ACTIVITIES: . - e S
Issuance of common stock .......... . et aie e 28 49 342
Repurchase of common stock. . .......... e s e (328)  (107) -
Repayment of long-term debt . ......... e e e e {14} {580) (404)
Other financing activities, met L...... . ooiivioiieiennn. G (1) — 2)
NET CASH (USED FOR) FINANCING ACTIVITIES FROM CONTINUING OPERATIONS ........ (319 (638) {64)
Effect of exchange rate changes on cash and cashequivalents . :.......... ... ... ... ot 6 (5) 10
NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS.................. e, - 149 (867) 425 .
Cash and cash equivalents at beginning of fiscal year. ........... ... v it 750 1,617 1,192
Cash and cash equivalents atend of fiscal yvear . ... ... ... . o i e $ 899 $ 750 $1,617

The accompénying Notes to Consolidated Financial Statements are an integral part of these Statements.
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AVAYA'INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Descrlptlon of Busmess

B n\

Background ORI
Avaya Inc. (the “Company,” “Avaya,” “we,” or “us”) provides communications systems, applications

and services for enterprises, including businesses, government agencies aiid ather organizations: Our product
offerings include [nternet Protocol (“1P™) telephony systems and traditional voice communications systems, multi-
media contact center infrastructure and applications in support of customer refationship management, unified
commumeattons applications and appliances, such as IP telephone sets. The term “traditional”, Wlth respect to

“voice communications,”, “enterprise voice communications,” “telephony,” “voice telephony,” “voice systems,” ot
“TDM,” refers to circuit-based enterprise voice communications. The Company supports its broad customer base
with comprehenswe global service offerings that enable our customers to plan de51gn 1mplemcnt momtor ‘and

manage their communications networks B . . .

RN m -y -

2 & LYY LT3

2. Summary of Significant Accounting Policies - S

Principles of Consolidation
1

The Consolidated Financial Statements include the accounts ofAvaya and its 5ubsnd|ar1cs All intercompany
transactions and balances have been climinated in consolldatlon PR X

T

. Certain pnor year balance sheet amounts have been reclasmﬁed to conform to the Scptcmber 30 2006
presentat:on mcludmg the following items: : .

e Debt maturing within one year (mcludmg capital lease obllgattons) of 85 rmllton as of September 30,
2005 has been reclassified to “Other current liabilities™.

e  Long-term debt (including capital lease obhgatlons) of $25. mllllOI'l as of September 30, 2005 has been
reclassified to “Other liabilities”.

The Company revised its Consolidated Statements of Cash Flows to separately disclose the operatmg,
investing and financing cash fiows from discontinued operations. In its prior filings, the Company previously ' -
reported cash flows from discontinued operations in total on the Consolidated Statements of Cash Flows with
further disclosure in the Notes. There were no cash flows from discontinued operatlons during. ﬁscal 2006 or 2005,
and $21 million of cash used for operating activities for discontinued operations during fiscal 2004.

s L

Use of Estimates : L P . :

The Consolidated Financial Statements and related dlsclosures are prepared in conformlty w1th accountmg
principles generally accepted in the United States of America. Management is required to make estimates and '
assumptions that affect the reported amounts of assets and labilities, the disclosure of contingent assets and
liabilities at the date of the financial statements, and revenue and expenses, during the period reported. These
estimates include assessing the collectibility of accounts receivable; sales returns and atlowances, the usc and
recoverability of inventory, the realization of deferred tax assets, business restructuring reserves,. pension and -
postretirement benefit costs, the fair value of assets and liabilities acquired in business combinations, and uscful
lives and impairment of ‘tangible and intangible assets, among others. The markets for the Company’s products are
characterized by mtense competition, rapid technological development and frequent new product introductions; all
of which could affect the future recoverability.of the Company’s assets. Estimates and assumptions are rev1ewed
periodically and the effects of revisions are reflected in the Consolidated Financial Statements in the period they
are determmed to be necessary. Actual results could differ from these estimates. - A

[ - . . .
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

2, Summary of Significant Accounting Policies (Continued) ™ -+

Foreign Currency Translation . o : T - |

_Balance sheet| accounts of the Company’s foreign operallion's' are translated from foreign currencies into U.S.
dollars at period-end exchange rates while income and expeiises are translated at average exchange rates during
the per1od Translation gains or losses related to net assets located outside the U. S. are shown as a component of
accumulated other comprehenswe loss in stockholders’ equity. Gains and losses resulting from foreign’ currency
transactions, which are denominated in currencies other than the entity’s functional currency, are included in the
Consolidated Statements of Income. L ' . .

Revenue Recognition . o o : .

The Company derives revenue prrmarr ly from the sale and service of commumcatlons systems and
applications. In accordance with SEC Staff Accounlmg Bullenn No. 104, “Revenue Recognition” (“SAB.104™),
revenue is recogmzed when persuasive ‘evidence of an arrangement exists, delivery has occurred, the fee is fixed
and determinable, collectibility is reasonably assured, eontractual obligations have been satisfied and title and rrsk
of loss have been transferred to the customer. - . :

The Company s products are sold drrectly through its worldwrde sales force and indirectly through its global
network of distributors, dealers, value-added resetlers and system mtegrators The purchase price of the Company’s
products typlcally 1ncludes mstallatron and a warranty for up to one year. Revenue from the direct $ales of products that
include installation services is recognized at the time the products are installed, after satisfaction of all the terms and .
condltlons ‘of thé underlying customcr contract, When the Company provrdes a combmatlon of products and services
to customers, the arrangement is evaluated under Emerging Issues Task’ Force [ssue (“EITF”) No. 00-21, “Revenue
Arrangements with Multiple Deliverables” (“EITF 00-217). EXTF 00-21 addresses certain aspects of accounting by a
vendor for arrangements under which the vendor will perform multiple revenue-generating activities.

v

The Company’s indirect sales to distribution partners are generally recognized at the time of shipment if all
contractual oblrgatrons have been satisfied. The Company accrues a provision for estimated sales returns and other
allowances and deferrals relating to inventory levels held by dlstnbutors promotlonal marketing programs, etc. as ~
a reduction of revenue at the time of revenue recognmon as requrred by EITF 01-9, “Accountmg for Consrderanon

" Given by a Vendor to a Customer” and SAB 104,

The Company also derives revenue from: (i) supplemental maintenance services, including services provided
under contracts to menitor and optimize customers’ communications network performance, and on a time-and-
materials basrs (ii) professmnal services for 1mplementatron and mtegratron of converged voice and data networks,
network securrty and umﬁcd commumcatlons and (iii) managed services provided to customers who have chosen
bundléd sblutions and enhanced services not included in basic mainienance contracts for messaging and other
parts of communications systems. Maintenance contracts typically have terms that range from one to five years.
Contracts for professional services typically have terms that range from two to four weeks for standard solutions
and from six months to one year for customized solutions. Contracts for managed services typically have tefms
that range from one to seven years. Revenue from services performed under managed services arrangements,
professional services and services performed under maintenance contracts is accounted for in accordance with
FASB Technical Bulletin No. 90-1 “Accounting for Separately Priced Extended Warranty and Product Maintenance
Contracts,” and is deferred and recognized ratably over the term of the underlying customer contract or at the end
of the contract, when obligations have been satisfied. For services performed on a time and materials basis, revenue
is recognized upon performance.

The Company also sells proprietary voice application software products. The Company recognizes revenue
related to these sales in accordance with AICPA Statement of Position 97-2, “*Software Revenue Recognition.” In
multiple element software arrangements, the Company allocates revenue to each element based on its relative fair
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AYAYA INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

2. Summary of Significant Accounting Policies (Continued) © e » S

value. The fair value of any undelivered element is determined using vendor-specific objective evidence (“VSOE”)
or, in the absence of VSOE for all elements, the residual method when VSOE exists for all of the undelivered
elements. In the absence of fair value for a dellvered element, the Company frrst allocates revenue based on VSOE

of the undelivered elements and the resrdual revenue to the delivered elements, Where VSOE of the undel 1vered

aelement czmnot bc determmcd the Cofnpany défers révenue for thc delivered e]ements until thé undcllvcrcd

elements are delwered

" Research and Development Costs and Software Development Costs

Research and development costs are charged to expense as incurred. The costs incurred for the development. .
of communications software that will be sold, leased or otherwise marketed, however, are capitalized when
technological feasibility has been established. These capitalized costs are subject to an ongoing assessment of

recoverability based on anticipated future revenues and changes i m hardware and software technologles Costs that
are capitalized include direct labor and related overhead '

Amortization of capitalized software development costs begins when the product 1s available for general
release to customers. Amortization is recognized on a product-by-product basis on the greater of either the ratio
of current gross revenues to the total of current and ant1c1pated future gross revenues, or the stra1ght—1me method
over a period of up to two years. Unamortized capitalized software (development costs determined to be in excess
of net realizable value of the product are expensed immediately. As of September 30, 2006 and 2005, the Company
had unamortized software development costs of $100 million and $73 million, respectively. Amortization expense
of $42 million, $36 million and $28 million was recorded for fiscal 2006, 2005 and 2004, respectively, and was
included as a component of cost of products.

Cash and Cash Equivalents

Al highly liquid investments with original maturities of three months or fewer when purchased are
considered to be cash equivalents. These short-term investments are stated at cost, which approximates market -
value. The Company s cash and cash equrvalents are invested in various 1nvcstment grade mstrtutmnal money
miarket accoutits, bank term deposits and commercial paper. . .

Accounts Receivable -

Accounts receivable are recorded net of reserves for sales returns and allowances, and prov1srons for doubtful
accounts. The allowances are based on analyses of hlstoncal trends, aging of accounts receivable balances and

on the credltworthmess of customers as determmed by credrt checks and analyses as well as customers’ payment
history. f' : ) ;

o ; o neoot

In venmry

[

Inventory mcludes goods awaiting sale (flmshed goods) and goods to be consumed drrectly or mdrrectly in .
production (raw materials and supplies). Included with finished goods inventory is equipment that is being instalied
at customer locations for various installations that are not yet complete. Inventory is stated at the lower of cost,
determined on a first-in, first-out basis, or market. Reserves to reduce the inventory to market value are based on
current inventory levels, historical usage and:product life cycles for the various inventory types.

-
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

2 Summary of Significant Accounting Policies (Continued) 4

Property, Plantanqumpment R . e . - Coen

Property, plant and equlpment are stated at cost less accumulated deprec1at|on Depreclatton is determtned :
using a straight-line method over the estimated useful lives of the various asset classes. Estimated lives range from
three to 10 years for machinery and equipment, five years for rental equipment and up to 40 years for butld:ngs.

Major improvements are capitalized and minor replacements, maintenance and repairs are charged to expense
as meurred Upon retirement or disposal of assets, the cost and related accumulated depreciation are removed from
the Consolldated Balance Sheets and any, gam or loss is reflected in the Consoltdated Statements of Income.

i
‘5‘l;t_ P A R S ¥
Intemal Use Saftware !
Certam costs of computer software developed or obtained for internal use are capitalized and amorttzed ona
strepght lme basis ovér three t6 seven years. General and administrative costs overhead, maintenance and training,
as well as the cost of software that does not add funct:onahty to the existing system are expensed as incurred. As
of September 30, 2006 and 2005 the Company had unamorttzed mternal use software costs of $88 mlll]On and

$131 ml“lOH respecttvely ) L o . -

. The Company recorded a non-cash i 1mpatrment ¢harge of approximately $28 mtllton before taxes in the third
quarter of fiscal 2006. This charge is related to software developed for three components of internal-use software
designed to simplify the process of creating tickets for service orders, the process of taking an order through its -

systems and other aspects of its financial systems.

The impairment was recognized and measured in accordance with the provisions of SFAS No. 144,
“Accounting for the Impairment or Disposal of Long-Lived Assets” and AICPA Statement of Position 98-1,
“Accounting for Costs of Computer Software Developed or Obtained for Internal Use.” During fiscal 2006, the - -
Company performed an assessment of ail of ifs intérnal-use software and its SAP architecture as well as the -
development of an information technology (“IT”) roadmap. This evaluation resulted in the decision to maximize
the use of new SAP licenses, and the Company concluded; during the third quarter of fiscal 2006, that it was no
longer probable that the internal-use software described above would be completed or placed into service.

The internal-use software was recorded as a corporate asset and not allocated to either of the Company’s

segmefts-and was reported at the lower of its carrying amount or fair value, which was determined to be zero. The .

charge of $28 million is recorded in the selling; general and administrative expenses line item.in the Company’s .
Consolidated Statements of Income for the corporate / other unallocated amounts caption for fiscal 2006.

Goodwill, Other Intangible and Long-livéd Assets

Goodwill is the excess of the purchase price over the fair values assigned to the net assets acquired in
business combinations. Goodwill is not amortized, but instead is subject to periodic testing for impairment.
Goodwill of a reportmg unit, which is one level below the Company’s operating segments, is tested for impairment
on an anmual basis’ or between annual tests if events occur or circumstances change mdlcatmg that the fair value of
a reporting unit may be below its carrying amount. Goodwill impairment is determined using a two-step approach

in accordance with SFAS 142 using a discounted cash flow approach based on forward looking information
regarding market share and costs for each reporting unit as. well as an appropriate discount rate.

. Intangtble and other long lived assets are rthewed for impairment whenever events such as product
discontinuance, product dispositions of other ehanges in c1reumstances indicate that thecarrying amount may not
be recoverable. In reviewing for impairment, the Company compares the carrying value of the relevant assets to the
estimated undiscounted future cash flows expected from the use of the assets and their eventual dispesition. When
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the estimated undiscounted future cash flows are less than their carrying amount, an impairment loss is recognized
equal to the difference between the assets fair value and its carrying value. lntangrble assets include existing

technology, customer relatronshlps trademarks and other mtangrbles

[ t v : L
Inves:me‘,'u's T R T Y

" The Company $ mvestment portfollo as of September 30, 2006 consists prlmarrly of investments that are
generally concentrated in thé emergmg commumcatlons technology 1ndustry These mvestments are'carried at

market value, if readily déterminable, or cost, ‘and are included in ‘other assets. Tnvestments that are carried at
market value are reported at fair value with the unrealized gains or losses recorded in other eomprehensrve income.

Durmg fiscal 2006, the Company had investments accounted for under the cost and equity methods in
addition to investments carried at fair value The Company ] share of earnings or losses from equity ‘method
investments is recorded in other incorie (expense) nef. Investmenits are perlodtcally revrewed for tmparrment and
written down whenever declines in'fair value below carrying value are consrdered to be other than temporary In
making this determination, the Comipany considers, among other factors ‘sustained decreases in quoted market
prices and a series of historic and projected operating losses by the investee, During fiscal 2004, the Company.
acquired a controiling interest in AGCL, which was previousty accounted for as an equity method investment. As
of September 30, 2006 and 2005, the Company had investments of §10 million and $t1 million, respectively, which
are included in other current assets on the Consolidated Balance Sheets. :

+

Financial Instruments

The Company. uses various financial instruments, including interest rate swap agreements and foreign -« . |
currency forward contracts, to manage and reduce risk to the Company by generating cash flows that offset.the .
cash flows of certain transactions in foreign currencies or underlying financial instruments in relation to their:
amount and timing. The Company’s derivative financial instruments are used as risk management tools and not for
speculative or trading purposes. These dérivative instruments represent assets and liabilities and are classified as .
other current assets or other current liabilities on the Consolidated Balance Sheets. Gains and losses on the changes
in the fair values of the Company s derivative mstruments are lncluded in other income (expense) net.

As permitted under SFAS No. 133 “Accounting for Derivative Instruments and Hedging Activities” (“SFAS 1337),
the Company has elected not to designate its forward contracts as hedges thereby precluding the use of hedge + .
accounting for these instruments, o S . o P P

The Company also utilizes non-derivative financial instruments including letters of credit and commitments,
to extend credit. ' . ch

Xl

Restructuring Programs oo C Co . ‘

The Company accounts for exit or dlsposal activitiés initiated after December 31 2002,.in accordance Wrth
SFAS No. 146, “Accounting For Costs Assoc1ated w1th Exit or Drsposal Activities” (“SFAS 146”)

In accordance with SFAS 146, a busmess restructuring is defined as an’ exit activity that includes but is not .
limited to a program that is planned and controlled by management, and materially changes either the scope of a -
business or the manner in which that business is conducted. Business restructuring charges include (i) one-time
termination benefits related to employee separations, (i) contract termination costs and (iii) other assocrated costs
such as consohdatlng or closing facilities and relocating employees

B * . -t o r
o . .
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" - A liability is recognized and measured at its fair value for one-time termination benefits once the plan of
termination is communicated to affected employees and it meets all of the following criteria: (i) management
commits to a plan of termination, (ii) the plan identifies the number of employees to be terminated and their job
classifications or: furictions, locations and the expected completion date, (iii) the plan establishes the terms of
the benefit-arrangement-and {iv)-it is unlikely.that significant changes to the plan-will be made or the plan will
be withdrawn. Contract termination:costs include costs 10 terminate a contract or costs that will continue to be
incurred under the contract without benef“tt to the Company. A lrabtltty is recognized and measured at its fair value

when the, Company either termmates the contract or ceages usmg the nghts conveyed by the contract. A liability i IS
recogmzed and measured at its fair value for other a55001ated costs in the period in which the liability is 1ncurred

"t i .'l ot '.' i PR |
Pensmn and Pastretrremem Benef' r Obhgatrons '

i P S S < Pt e B

The: Company maintains defined benefit.pension plans covering the majority of its employees, which provrde .

benefit payments to-vested participants updh retirement: The Company also-provides certain postretirement
healthcare and life insurance benefits to eligible employees. These pension and other postretirement benefit plans
are accounted forin accordance with SFAS 87, #Employers’ Accounting for Pensions” and SFAS 106, “Employers’
Accounting for Postret1rement Benefits«Other.Than Pensions,” which require costs and the related.obligations and
assets arising from’the pension and other postretirement benefit plans to be accounted for based'on actuarially-r
determined estimates. The plans-use different factors, including age, years of service and eligible compensation,
to determine the beneﬁt amount for eligible participants. The Cornpany funds its pension plans i in compliance,
with applrcable laws. See Note 13 “Benefit Oblrgauons” for a drscussron of amendments made to the Company 5
pensron and postretrrement pllana whrch' froze benef 1t accruals ‘and addrtronal partrcrpanon m the plans for its U.S. -
management employces effective December 31, 2003, e R

Share-basedCompensatwn U G r-“ T PR R TN T PO

On October 1, 2005 the Company adopted SFAS No. 123 (revrsed 2004) “Share Based Payment”
(“SFAS 123(R)”) whrch requlres the measurement and recogmtron of compensatton expense for all share-based
payment awards made to employees and directors lncludrng employee stock optlons and employee stock purchases
related to the 2003 Employee Stock Purchase Plan (“employee stock purchases ’) based on esttmated fair values,
SFAS 123(R) supersedes the Company s previous accounting under Accounting Prmcrples Board Oplmon No. 25,
“Accountmg for Stock Issued to Employees™ (“APB 257) for periods beginning in fiscal 2006. In March 2005, the.

SEC issued Staff Accounting Bulletin No. 107 (“SAB 107) relatmg to SFAS l23(R) The COmpany has applred the

provisions of SAB 107 in its adoption of SFAS 123(R). - )

The Company adopted SFAS 123(R) using the modified prospective transition method, which requires the
application of the accounting standard as of October 1, 2005, the first day of the Company’s fiscal year 2006,
The Company’s Consolidated Financial Statements as of and for the twelve months ended September 30, 2006
reflect the impact of SFAS 123(R). In accordance with the modified prospective transition method, the Company’s
Consolidated Financial Statements for, prior periods have not been restated to reflect, and do not include, the
impact of 8FAS 123(R). Share-based compensation expense recognized under SFAS 123(R) for fiscal 2006 was
$15 million on a pre-tax basis and was related to stock options and the discount on employee stock purchases under
the plans described in Note 14, “Stock Compensation Plans” to our Consolidated Financial Statements. There was
no share-based compensatron expense related to employee stock optrons and employee stock purchases recognized
during fiscal 2005.

SFAS 123(R) requires companies to estimate the fair value of share-based payment awards on the grant-
date usmg an option-pricing model. The value of the portion of the award that is ultimately expected to vest is
recognized as expense over the requisite service periods in the Company’s Consolidated Statements of Income.
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AVAYA INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

2. Summary of Significant Accounting Policies {Continued) . o . ‘ .

Prior to the adoption of SFAS 123(R), the Company accounted for share-based awards to employees and directors
using the intrinsic value method in accordance with APB 25 as allowed under SFAS No. 123, “Accounting for

Stock-Based Compensation” (**SFAS-1237). Under the intrinsic valuesmethed, no sharezbased.compensation .., _.....

expense related to stock options had been recognized in the Company’s Consolidated Statements of [ncome, other
than as related to acquisitions and.investments, because the exercise price of the Company’s stock options granted-

to employees and directors equaled the fair market value of the underlying stock at the grant-date. ' o

Share-based compensation expense recognized during the current period is based on the value of the
portion of share-based payment awards that is ultimately expected to vest. SFAS 123(R) requires forfeitures to be
estimated at the time of grant in order to estimate the amount of share-based awards that will u'ltimale]y: vest. The
estimate is based on the Company’s historical rates of forfeiture. Share-based compensation expense recognized
in the Company’s Consolidated Statement of Income for fiscal 2006 includes (i) compensation expense for share-

‘based payment awards granted prior to, but not yet vested as of September 30, 2005, based on the grant-date fair

’ value estimatedsin accordance with.the pro,forma provisions of SFAS 123 and (i1) compensation expense for .
the share-bascd payment awards granted subsequent to September 30, 2005, based on the grant-date fair value
estimated in accordance with the provisions of SFAS 123(R). As share-based compensation expense recognized
in the Consolidated Statements of Income for fiscal 2006 is based on awards.ultimately expected to vest, it has
been reduced for estimated forfeitures. In the Company’s pro forma information required under SFAS 123 for the
periods prior to fiscal 2006, the Company accounted for forfeitures as they occurred. .

Upon adoption of SFAS 123(R), the Company also changed its method of valuation for share-based awards
granted beginning in fiscal 2006 to a lattice-binomial option pricing modei (“lattice-binomial model”) from the
Black-Scholes option pricing model which was previously used for the Company’s pro forma inf(_)r_rhation required
under SFAS 123. ’ '

On November 10, 2005, the Financial Accounting Standards Board (“FASB”) issued FASB Staff Position
No. SFAS 123(R)-3, “Transition Election Related to Accounting for Tax Effects of Share-Based Payment Awards.”
The aiternative transition method includes simplified methods to establish the beginning balance of the additional
paid-in capital pool (“APIC pool”™) related to the tax effects of employee share-based compensation, and to '
determine the subsequent impact on the APIC pool and Consolidated Statements of Cash Flows of the tax effects
of employee share-based compensation awards that arc outstanding upon adoption of SFAS 123(R). The Company -
has elected to adopt thé alternative transition method provided in this FASB Staff Position for calculating the tax

effects of share-based compensation pursuant to SFAS 123(R).
Share-based compensation expense reduced the Company’s results of operations as follows:

o : Year ended
e . . . . September 30, 2006

ts & . Dollars in millions,
except per share amounts

Income before income taxes. . ... .. e . $ 15
Net income . ... ... PO $ 9
Earnings per Common Sh'are—'Baéic:‘.'.....................‘.... - $0.02
-Earnings per Common Share—Diluted: ...t ' $0.02
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The following table illustrates the effect on net income and earnings per share as if the Company had applied
the fair value recognition provisions of SFAS No. 123, as amended by SFAS No 148 “Accounting for Stock-Based
Compensatlon—Transmon and Dtsclosure” (“SFAS 143”):

s ' o T ty

Year ended September 30,

R - ' . 2005 2004 \
e o o 7 : " Dollars in millions, _

except per share amounts

Net income, s reported. . . .. . . PR U e . $921  $296
Add: Stock-based employee compensation expense included in reported
‘et income, net of related tax effects. . ........................ .- 6 .9
(Deduct): Total stock compensation expense determined under the fair T
" ‘value based method net of related tax effects. B (69 (3D
Netincomeé, pro forma. .*............. T DLl 0 8858 0 8274
Earnings pet Common Share—Baslc : ‘ =
Asreported. ... ... U . 8195 - 8067
' Proforma:........... SR FIU SRR T 181 7063
Earnings per Common Share—Diluted;
ASTEPOTIEd . ..ttt e $1.89 $ 0.64

Pro fOmma . . . o e e e o 1.76 "0.60

In July 2005, the Company s Board of Directors approved thc acceleration of the vesting of certam
outstanding stock options exercisable for Avaya common stock. Based on this action, all stock-options outstanding
as of July 26, 2005 having an exercise price greater than or equal to $13 per share vested and became fully:
exercisable as of that date. Aside from the acceleration of the vesting date, the terms and the conditions of the
stock optlon award agreements governing the underlying stock optlons grants remained unchanged. As a resuit of
this action, options to purchase approximately 10.2 million shares became exercisable. Thls action will result in
stock option expense to be recorded in the Consolidated Statements of Income over ﬁscai 2006, 2007 and 2008 in
accordance with SFAS 123(R) in an amount appr0x1mately $62 million lower on a pre-tax basis than the expense
would have been if the vesting had not been accelerated. As a result of the accelerated vestmg, the pro forma stock-
based employee compensatlon expense for ﬁscal 2005, 1ncreased by $62 mllhon
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Change in Vacatwn Polzcy ., o . .

Effective January 1, 2006, the Company changed its pohcy wnh respect to vacatlon carryover for
substantially all U.S. non-represented employees. For these employees, vacation carryover into future fiscal years
is no longer permitted. The Company also changed its accrual period to correspond with the Company’s fiscal year
rather than the calendar.year. This change resulted in a $21 million reduction in the vacation accrual during fiscal
2006. This reduction is comprised of vacation days forfeited at the end of the calendar year and a reduction in the .
liability due to a higher than historical amount of vacation days taken from October 1, 2005 through December 31,
2008. The reduction was recorded in cost of goods sold and operating expenses in both of our operating segments
and corporate/other unallocated amounts based on the functional areas of the affected employees.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Contihued)

2. Summary of Significant Accounting Policies (Continued).,.-** %+ - 7 oo o

e

Income Taxes . &+ - ‘ .. S oy C e

,[lk

Income taxes are accountéd for under the assét and liability method. Under this method, deferred tax assets
and liabilities are recognized for the estimated future tax consequences attributable {o'differcnces betwéen the - -
financial statement carrying amounts of existing assets and liabilities and their respective tax bases, and operating
loss and tax credit carryforwards. Deferred tax assets and liabilities are measured using enacted tax rates in effect
for the year in which those temporary differences are expected to be recovered or settled. The effect on deferred
tax assets and liabilities of a change in tax rates is recognized in the Consolidated Statements of Income in the
period that includes the enactment date. A valuation allowance is recorded to reduce the carrying amounts of

deferred tax assets if it is more likely than not that such assets will not be realized.
U ‘ T LT

1

Other Comprehensive Income (Loss)

[ . 1 .
+ vl

Other comprehensive income (loss) is recorded directly-to-a separate section of stockholders’ equity in
accumulated other comprehensive loss and includes unrealized gains and losses excluded from the Consolidated
Statements of Income. These unrcalized gains and losses consist of adjustments to the minimum pension liability,

foreign currency translation, and unrealized losses on securities classified as available-for-sale. The minimum
pension liability adjustment represents the excess of the additional pension liability over the unrecognized prior
service cost. ' -

[ . LA

1 . L

Reclassifications

Certain prior year amounts have been reclassified to conform to the current year presentation,
3. Recent Accounting Pronouncements : . . » : "

ot

SFAS158 = S -

In September 2006, the FASB issued SFAS No. 158, “Employers’ Aécpuntihg for‘l_)cﬁned Benefit Pension
and Other Post Retirement Plans—an amendiment of FASB Statements No 87, 88, 106 and 132(R)” (“SFAS 158™). "
SFAS 158 improves reporting of obligations for pensions and other post-retirement benefits by recognizing the
over-funded or under-funded status of plans as an asset or liability. The pronouncement does not change how ‘
plan assets and bencfit obligations are measured under FAS 87 and FAS 106 nor does it change the épprqach for
measuring annual benefit cost reported in earnings. Rather, it eliminates the provisions that permit plan assets
and obligations to be measured as of a date not more than three months prior to the balance sheet date,.insteagl‘ .
requiring measurement as of the reporting date. In addition, the pronouncement requires previously unrecognized
items, such as actuarial gains and unrecognized prior service costs or credits to be recognized on the balance sheet
as a component of other comprehensive income (toss): The'Company will adopt the provisions of SFAS 158 in
fiscal 2007. Upon adoption of SFAS' 158, the Company will record an-increase in the pension liability recognized
on the Consolidated Balance Sheets of approximately $1 million with an offset to other comprehensive income, -
Additionally, the Company will record an increase in other post-retirement liability obligations recognized on the *
Consolidated Balance Sheets of approximately $227 million with an offset to other comprehensive income.

“ ) 4 et - ot ’ oo o

SFAS 157 S S .

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements” (“SFAS 1577). SFAS 157
defines fair value and establishes a framework for measuring fair value in GAAP. The pronouncement describes
fair value as being based on a hypothetical transaction to sell an asset or transfer a liability at a specific
measurement date, as considered from the perspective of a market participant who holds the asset or owes the
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3.  Recent Accounting Pronouncements (Continued)

liability. In addition, fair value should be viewed as a market-based based measurement, not an entity-specific
measurement. Therefore farr value should be detern}med based on the assumptions that market participants would
use in prrcmg an asset or liability, including all risks associated with that asset or lrabrlrty SFAS 157 will be
effective for the Company beginning in fiscal 2009. The adoptlon of SFAS 157 is not expected to have a matertal
impact on the Company’s Consolidated Financial Statements.

S

SAB 108 _

In September 2006, the SEC issued SAB 108, “Con51der1ng the Effects of Prior Year Mlsstatements when
* Quantrfymg Mrsstatements in Current Year Ftnancral Statements” (“SAB 108”) SAB 108 prov1des 1nterpretwe

guidance on how the effects of the carryover or reversal of prtor year mtsstatements should be consrdered n
quantifying a current year mrsstatement The pronouncement prescnbes an approach whereby the effect of all
| unrecorded 1dent1f|ed errors should be considered on all of the financial statements1 rather than Just erther the effect
’ on the balance sheet or the'i income statement The Company will adopt the provrsrons ; of SAB 108 begmnmg in
ﬁscal 2007. The adoption of SAB 108 is not expected to have a materlal rmpact on the Company s Consohdated
Financial Statements :

L R e T - Sy et
- . .o . B P . . - . ot
t * . L. 1 . t ' § L

FIN 48 t S L . ,

oo ’

- Inijuly 2006, the FASB issued FASB Interpretatlon No "48, “Accounting for- Uncertamty in Income Taxes
(an interpretation of FASB-Statement-No. 109)” (“FIN 48”). FIN 48 clarifies the accounting for uncertainty in;
| tax positions and requires that companies recognize in their financial-statements the ifapact of a tax position, - -
if that position is more likely than not of being sustained on audit, based on the technical merits of the position.

The Company will be required to adopt the provisions of FIN 48 beginning in fiscal 2008, with the cumulative  * -.

effect of the change in accounting principle recorded as an adjustment to opening retained earnings as well as
requiring additional disclosures. The Company 1s currently assessing the impact of the adoptron of FlN 48 onits
Consolidated Financial Statements.

SFAS 156

In, March 2006 the FASB issued SFAS No. 156, “Accounting for Servicing of Financial Assets—an
amendment of FASB Statement SFAS No. 140” (“SFAS 156"). SFAS 156 simplifies the accounting for loan
servicing rrghts and the financial instruments used to hedge risks associated with those rights, SFAS 156
requires that servicing rights be valued initially at fair value, and subsequently accounted for at gither fair value,
or amortized over the economic life of the related lease. The Company will adopt the provisions of SFAS 156
beginning in fiscal 2007. The adoption of SFAS 156 is not expected to have a material rmpact on the Company s
Consolldated Financial Statements. Pt

-.| .

SFAS I55 v : .

In February 2006, the FASB issued SFAS No. 155, “Accounting for Certain Hybrid Ftnancral Instruments—
an amendment to FASB Statements No. 133 and 140” (“SFAS 155”). SFAS 155 srmphf"les the accountmg for certain
hybrid financial instruments containing embedded derivatives. SFAS 155 allows fair value measurement for any
hybrid financial-instrument that contains an embedded derivative that otherwise would require bifurcation under
SFAS 133, .“Accounting for Derivative Instruments and Hedging Activities.” In addition, it amends SFAS 140,
“Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities” to allow a
qualifying special-purpose entity to hold a derivative financial instrument that pertains to a beneficial interest
other than another derivative financial instrument. The Company will adopt the provisions of SFAS 155 beginning
in fiscal 2007. The adoption of SFAS 155 is not expected to have a material impact on the Company’s Consolidated
Financial Statements.
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

4. Business Combinations and Other Transactions

Acquisition of Traverse

On November 9, 2006, the Company acqurred Traverse Networks, Inc (“Travcrse ") for $15 million in
cash. Traverse is a privately-held developer of enterprise mobility solutions for unified communications based in
California. Resulis from Traverse will be included in the Company ] Consolldated Financial Statements effective
November 9, 2006. : ‘

Acquisition of Tenovis

On November 18, 2004 the Company completcd its acqursmon ‘of Tcnovrs Germany GmbH (“Tenovrs”)
Tenovis is the parent company of Avaya-Tenovrs GmbH & Co. KG (formerly Tenovns GmbH & Co. KG), a major
European provider of enterprise communications systems and services. “The acqursltlon of Tenovis srgmﬁcantly
expanded the Company’s European operatlons and mcreased the' Company 5 ACCess to European customers
particularly in Germany At the date of acqurs:tlon the Company recorded Tenovis’s dcéounts receivable,

inventory, fixed assets, liabilities and identified intangibles at estimated fa1r value, The remamder of the purchase

prlcmcxcess of the net assets acquired was recorded as'goodwill; which'was ‘allocated $400 TN 1071 GC5™
segment and $206 million to the Avaya Global Services ("AGS") segment. None of the goodwill, intangibles

or in-process research and development amounts is expected to be deductible for tax purposes. The Company
allocated $298 million to intangible assets (including contractual customer relationships, existing technology and
trademarks) based on valuation studies performed with the assistance of third party valuation consultants. These
intangible assets are being amortized over their weighted average estimated useful lives of 5 years, 6 years and

1.5 years, respectively. In addition, the Company allocated $1 miilion to in-process research and development,
which was charged to rescarch and development expense in the Consolidated Statements of income during fiscal

2005. .

The following table summarizes the estimated fair values of the acquired assets and assumed liabilities as of
the acquisition date: ' . - -

Final
Purchase Price
Allocation

Dollars in millions

Cash oo .8 116
Rental equipment ... .......... p e RETU R e . 132
Fixed assets........... PR TR e peseeagee 144
Intangible assets.and in-process research & developmenl ...................... ‘ - 299
Long-termdebt. ... ... i - (287
Deferred tax liability .......... e e (119)
RESITUCTUTING . .« oottt e et a s {106),
Pension Hability ..o P T (314)
Workmg capital and other assets and liabilities. ... . .. S PR e . __ (90
' Net liabilities acquired . ................. e PO (225)
Goodwill. ... .oooveen-. e e U . _ 606
Purchasepriee..._.'..;.'........; ....... fenee e P R R TR . $381
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4.  Business Combinations and Other Transactions {Continued) ‘ . v outh L iem

The Company recorded.a restructuring liability of $106 million in connection with the acquisitionto

reflect the estimate of restructuring-related costs in accordance with EITF 95-3, “Recognition of Liabilities in
Connection with a Purchase Business Combination.” This liability is for costs incurred to-terminate Tenovis
employees as part of the integration of Tenovis-operations. The,plan, which was completed during fiscal-2005,

provided for the termination of certain employees acrossvarious Tenovis functional groups and subsidiaries, .

including sales, operations, finance and human resources. Most of the terminations were-completed by June 30,
2006. The Company paid cash of $46 million and $30 million for termination benefits during fiscal 2006 and
2005, respectively. During fiscal 2006, the Company increased the restructuring liability by $5 million for higher-
than originally- -expected per employee separation payments in Germany, which ts included in the Consolidated
Statements of Income. The accrual of $30 million as of Seplember 30,2006 reflects’ the estimated remammg

| .
termination payments adjusted for currency fluctuations since the acquisition date t - !
' -

Management is responsible for estimating the fair value of the assets and hab1ht1es acqu1red and has ,
conducted due diligence in determining fair values. Management has made estimates and assumptions that affect
the reported amounts of assets, liabilities and expenscs resultmg from the-acquisition. Actual rcsults could differ
- from these amounts. - ., , - .. - . oo o Co S O

The fo!lowmg unaudited pro forma ﬁnanmal mformatlon presents the Company ) resuhs for f 1scal 2005 and '

2004 as if the Tenov1s acqu1smon had occurred at 'the begmnmg of each perlod

Il

. o s ‘Year énded September 30, .-

2005 - 2004

Doltars jn milliens, except
per share amounts

\ - . oy s - ‘¢

Re:vcnhe.:..__..'.‘....’...I ......... IR ce L 85,005 85073
Netincome .. ... S PR, Seeeeagageens s 5. 89 s 2|2

N .Earnmgs pet share—bas:c e, R P RS S N 0. $ 048,

- Earnings per sharekdlluted .......... e S - § 183, $ 047

The pro forma results are not necessarily indicative of the results of operations that actually would have
resulted had the acquisition been in effcct at the beginning of the period or of future results.

N

In connection with the acquisition of Tenovis, the Company-performed an evaluation to identify the existence
of any related variable interest entities (“VIEs™). As a result of this evaluation, the Company identified the -
existence of threc VIEs, and further determined the Company was the primary beneficiary. One consolidated VIE
was related to secured floating rate notes assumed with the acquisition of Tenovis, all of which were repaid during
fiscal 2005. Therefore, this VIE no longer exists. -

A

In accordance with FIN 46(R), “Consolidation of Variable Interest Entities, an Interpretatlon of ARB No. 51”
(“FIN 46(R)”), the Company 15 not required to apply the provisions of FIN 46(R) to two of the VIEs becausc i,
is unable to obtain the information necessary, to perform the accountmg requlred for consolidation. Although the
Company has made an effort to gather the required information, ‘management ¢ of these two VIEs has formally
declined to transfer any of the necessary financial data to the Company One of these two emltles ceased 1o meet
the defm:tlon of a VIE as of March 31,2005 .

) v 1 B .

The second non-consolidated VIE is a non-U.S. telecomininications hardware product manufacturer and
service provider, The Company has agreed to purchase from the VIE certain amounts of products and services,
and the VIE has contracted for the Company to provide certain IT services:and purchasing services with respect

to raw materials. These contracts expire in August 2007. During fiscal-2006 dnd 2005, the Company puichased
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4. Business Combinations and Other Transactions (Continued) : ‘ C

products and services from this VIE aggregating $35 million and $36 million, respectively. Additionally, the
Company is required to pay monthly rental subsidies on the VIE’s premises, and in the event the VIE is unable to
pay its portion of the rental payments, the Company is liable for their portion as well. During fiscal 2006 and 2005,
the Company paid $1-million each fiscal year in connection with rental subsidies: The maximum exposure to loss
of $5 million as of September 30, 2006 for the remainder of the agreement represents the minimum purchase order

commitments and the minimum service lcvcls for scrv1cc contracts '

v
I

Other Fiscal 2005 Acqumtmm and Transactions

The respective purchase prices for the fol]owmg acquisitions were not matertal either 1nd|v1dually orin the
aggregatc, to the Consolidated Financial Statcmcnts of the Company. Therefore, disclosures of pro forma financial
information have not been presented

Acquisition of Ntmcat Networt’cs

'On September 16, 2005, the Company acquired Nimcat Networks lncorporated (“Nimcat”) for $38 million -
in cash, net of cash acquired. Nimcat was a privately-held developer of embedded peer-to-peer IP call processing
software headquartered in Ottawa, Canada. Results from Nimcat are included in the Company’s Consolidated
Financial Statements beginning on September 16, 2005. [n connection with the acquisition, the Company allocated
$3 million to in-process research and development, which was charged to research and development expense in the
Consolidated Statements of Income at the date of the acquisition.

Acquisition of Spectel

On October 4, 2004, the Company completed the purchase of Spectel plc (*Spectel”), a world leader in
audio and web conferencmg solutions, for $110 million in cash (including $6 million of transaction fees that were
not paid to the sellers), net of $3 million of cash acquired. The acquisition enabled the Company to continug 10
expand its capabilities in conferencing, which is a core business communications technology. In connection with
the acquisition, the Company allocated $3 million to in-process research and development, which was charged to
research and development expense in the Consolidated Statements of Income during the first quarter of fiscal 2005.

Aircraft Transactions - v

During fiscal 2005, the Company séld two aircraft for $52 million, which was reflected in net cash used for
investing activities. In November 2004, the Company entered into operating leases for two new aircraft which were
delivered during the second half of fiscal 2005.

Fiscal 2004 Acqutsmons and Dwestn‘ures

Acquisition of a Majority Interest in Tata Telecom

On April 2, 2004, the Company announced an agreement with the Tata Group to acquire its shares of Tata
Telecom Ltd. (“Tata Telecom”™), a leading voicé commmunications solutions provider in India, representing 25.1%
ownershtp of Tata Telecom. As of the date of the agreement, the Company owned a 25.5% interest in Tata Telecom.
Statutory requtremcnts in India mandated that the Company also conduct a public tender offer for a minimum of

20% of the outstanding shares of Tata Telecom at the same price at which shares were purchased from the Tata
Group. The public tender offer closed in July 2004 with 8.5% of the public shares tendering into the offer. The sale
of the shares.by the Tata Group and the tendering shareholders closed on August 4, 2004. Avaya paid a total of
$24 million in August 2004 related to this acquisition, of which $17 million was paid to the Tata Group, $6 million
was-paid in relation to the public tender offer and Avaya realized a $1 million loss associated with forward
exchange contracts, which were used to hedge foreign currency risk associated with the acquisition. Following
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the acquisition of these additional equity interests, the Company now owns 59.1% of Tata Telecom. The Company
changed the name of Tata Telecom to Ayaya GlobalConnect lelted (“AGC”) and began consohdatmg its results
on August 4 2004

Acquisition of Expanets .. &+ - - L A “ e ‘

On November 25,2003, the Company acqulred substanttally all of the assets and assumed certam
liabilittes Of Expanets Expanets a sub51d1ary of Northwestern Corp,, Was a nationwide prowder of networked

communications and data products and services to small and mid-sized busmesses and prior to the acquisition was
one of the Company’s largest dealers. The acquisition allowed the Company to continue providing quality sales and
service support:for Expanets’ customers and grow its small and mid-sized business. Under the terms of the asset *.
purchase agreement, the Company paid a purchase price of $117 million, consisting of (i)} $55 million in cash paid
to Expanets, (ii) $27 million paid to a creditor of Expanets to satisfy a debt obligation of Expanets, (iii) $18 million »
to Northwestern to finalize working capital adjustments, (iv) $15 million deposited into an escrow account to
sausfy certam liabitities of Expanets and (v) $2 million in business combination costs. The résults of the Expanets
busmesses the Company acqutred have bcen mcluded in the Company s Consohdated Financial Statements from
the date of acqutsmon on November 25 2003

'
+

. . . .a

At the date of acqulSltlon the Company recorded Expanets’ accounts recelvable mventory, ﬁxed assets
liabilities and identified intangibles at estimated fair value. The remainder of the purchase price in excess of the
$27 million net assets acquired was recorded as goodwill of $90 million. - LY e

Identifiable intangibles consist of $21 million of customer-relationships, which are being amortized:. »
over.15-years; and'$11 million of agency relationships, which were being amortized over 10 years, Customer  +
relanonsh:ps represent a database of information that acts as a source of repeat business for the Company. The
information’ contained in the database includes the preferences of the customer, along with the history of services
provided to the customer. Agency relationships represented the relationship Expanets had with multiple phone
carriers across the U.S. that were assumed by the Company. The Company received a commission for selling phone
services to its customers on behalf of the phone carriers.

In connection with.the, acqmsmon in, accordance with EITE No. 95:3, the: Companyarecorded liabilities
of §21 miillibn for t&riiination obligations, which consisted of $10 million of employee separation costs for
approximately 1,750 employees and $11 million related to the closure of redundant real estate facilities. The
Company completed the severance payments during fiscal 2004. During fiscal 2006 2005 and 2004, the Company
made cash payments of $2 million, $1 million and $11 million, respectively. The remammg balance asof
September. 30, 2006 relates to lease oblagaucms will be pald by the end of fiscal 2007.

Sale of a'Portion of Expanets’ Business

Upon the closing of the Expanets acquisition, the Company decided to sell the Expanets businesses
that previously distributed other vendors’ products and, accordingly, accounted for this portion of Expanets’
business as a component of discontinued operations. In the first half of fiscal 2004, the Company sold, in a
series of transactions, certain assets and liabilities attributed to these businesses for an aggregate consideration
of $13 million, $4 million of which was cash consideration and $9 miillion of which was in the'form of notes
receivable. During fiscal 2004, the Company divested this portion of the Expanets business, collected $8 million of

these notes receivable and wrote off the remainder of the receivables.

Results from discontinued operations for these businesses include revenue of $8 million and loss before
income taxes of $7 millien for fiscal 2004,
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AVAYA INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Centinued)

4. Business Combinations and Other Transactions (Continued) -

.Saleof. Connecnwry Sofutions -~ " o '

During fiscal 2004, the Company sold certain assets and liabilities of its Connectivity Solutions busmess to
CommScope, Inc. (“CommScope™) and accounted for this business as a discontinued operation. The Company
received $256 million of cash and 1,761,538 shares of CommScope common stock valued at $33 million on the .
closing date. The Company paid $9 million in transaction costs relating to the sale. Durmg the second quarter of
fiscal 2004, the Company sold all the shares of CommScope common stock and recogmzed apre- tax loss of 5
million, which was in¢luded in other i income (cxpense), net.

The Company recorded an $84 mllllOl’l pre-tax gain from the sale of Connectlwty Solutions during ﬁscal
2004, which is included in income from discontinued operations. Included in the gain was a reversal of $27 million
of certain liabilities that pr1manly represent employee-related costs for which the Company no longer has an
obligation. . ‘

The $84 million gain also included the recognition of 332 million of foreign currency translation adjustments
related to the dlvesnture of Connectivity Solutlons international operations. A corresponding decrease was
recorded in the accompanying Consolidated Balance Sheet durmg fiscal 2004 through accumulated other
comprehensive loss to reflect the realization of foreign currency translation adjustments upon the llqu:datlon of
these foreign-operations. . ' .

Discontinued Operations

There was no revenue or income from discontinued operations during fiscal 2006. The following table
displays revenue and (loss) income before income taxes from discontinued operations for fiscal 2005 and 2004: -

L4

) ‘ ‘ Year ended September 30,
o R . . 2005 2004

Dollars in millions

Revenue from discontinued operations:

Connectivity Solutions............... e $—. $168
Expanets............. . SR ISR L= - B
Total revenue from discontinued operations.. . . .. P S $— $176

(Loss) income before income taxes from dlscontmued operatlons :
ConnectlwtySolutlons ................ S

Results of operations ........... PR o @ s(7)

Gainonsale . ... ... = 84
Total (loss) income before income taxes for Connectmty
Solutlons ........................... AP (2) 13
Expanets: ' ‘ . '
Resulis of operations ..................... U = _
Total (loss) income before income taxes from discontinued
Operations ................... e 32 . %5 6
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4. Business Combinations and Other Transactions (Continued) .

1 In connection ' with the closing of the Connectivity Solutions transaction, the Company recognized a pension
and postretirement curtailment loss of $24 million and a settlement loss of $24 million upon the transfer of

pension and postretirement benefit assets and liabilities to CommScope, and recorded a-corresponding increase

of $48 miliion to the benefit obligation. Upon the transfer of these pension and postretirement benefit assets and
liabilities to CommScope, an offsctting gain of $48 mllhon was recognized and included in the $84 million gain
on sale of discontinued operations for the assumption of these liabilities by CommScope. These two ‘ransactions
resulted in a net zero impact to income from discontinucd operations for fiscal 2004,

Asa result of the transfer of Connectivity Solutions employees to CommScope durmg ﬁscal 2004, the
Company temeasured its minimum pensnon liability related to the pension plan for represented employees, and in
accordance with'SFAS No. 87, “Employers’ ‘Accounting for Pensions,” the Company recorded an adjustment of $50
million to reduce the additional minimum pension llablllly This resulted in a $36 millién deciease to accumulated
other comprehensive loss and a $14 million decrease to intangible assets. ‘

5. Goodwill and Intangible Assets . I , Lok

The Company conducted the required annual impairment réview during the fourth quarters of fiscal 2006
and 2005 and determined that no goodwill was impaired.

The changes in the car;:ying value of goodwill for fiscal 2006 and 2005 by operating segment are as follows:

Global ] - Avaya
Communications Global
Solutions Scr\ ices Total

Dollars in m:lllons

Balance as of September 30,2004 ... ........................ .. 8187 $ 70 $257
Goodwill acquired _ S .
Tenovis. . ... e o 400 - 206 606
Other acquisitions. . . .. .. ... oot 87 13 100
Impact of foreign currency exchange rate fluctuations . ........... _(32) _ {7 _(49)
Balance as of September 30,2005 . ......... ... ... .. . ... ... . $642 $272 $914
Impact of foreign currency exchange rate fluctuations .. .......... _ 16 _n 2
Balance as of September 30,2006 ............................. $658 $283 $941

The following table presents the components of the Company’s intangible assets as shown in the Consolidated
Balance Sheets:

September 30, 2006 September 30, 2005
Gross Gross
Carrying  Accumulated Carrying  Accumulated

Amount Amortization Net Amount Amortization Net

Dollars in millions

Existing technology .................oov... $103 $ 57 $ 46 %101 341 $ 60
Customer relationships and other intangibles ... 292 54 198 288 45 243
Total amortizable intangible assets . ... .. ... $395 $151 $244  $389 $86 $303
Minimum pension adjustment, net of tax ... .. 19 T— 19 34 — 34
Total intangible assets ....... .. .......... $414 3151 $263  $423 386 $337
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

5. Goodwill and Intangible Assets (Continued) .- 2. ..~ .5 -0 f e 0T G .t

During fiscal 2006, amortization and the impact of-foreign currency fluctuations resulted in a decrease of
$59 million in the net amortizable intangible assets balance..The weighted average useful lives of the existing
technotogy, customer relationships and other intangibles are five:and seven years; respectwe]y ol

Durmg the ﬁrst quarter of ﬁscal 2005 the Company acqmred $298 mllhon of, mtang1ble assets in connecnon
with the achISlllOH of Tenov1s consrstmg of ex1stmg technology of $36 mllllon and customer relanonshlps and
other mlanglbles aggregatmg‘$262 million. Other acqulsmons durmg fiscal 2005 resulted in addmonal ex:stmg
technology and customer relationships of $38 million’ and $7 million, respectively. '

The mmlmum pensmn adjustment, net of tax, represents unrecogmzed pnor servu:e costs associated wrth the
recordmg of a mm:mum pensxon liability in prlor fiscal years This mtanglble asset may be ellrmnated or adjusted

as necessary when the amount of minimum pension llablllly 15 reassessed Wthh is conducted on ‘an annual ba51s g

‘e

T

L

Amornzatlon expense for the Company’s-acquired mtanglble asséts was $65 million, $59 million and $6 -

million for fiscal 2006, 2005 and 2004, respectively. The majority of future estimated amortization expense is

associated with intangible assets acquired in the Tenovis acquisition. Estimated future amortization expense.as of .’

September 30, 2006 isﬁshov»:n in the!f‘ollowing table: e e e .

.o . *  Expected future -
amortization expense

Dollars in millions

2007 ...... e $ 60

. 2008 . 60
| 72009 L 59
2010 . ... S _ 46

2011 .. e e - 8

2012 and thereafter. ... ... 11

Future amortization expense . . ... .. O $244
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6. Supplementary Financial Information

Statr.’Lmenlfs of Income Information

' DEPRECIATION AND AMORTIZATION
. INCLUDED IN COSTS:
Amortization of software development CoStS. . ... 0. ... et i,
INCLUDED IN SELLING, GENERAL AND ADMINISTRATIVE - ;"

. EXPENSES:
| .+ Amortization of intangible assets. .. ...
| + INCLUDED IN COSTS AND QPERATING EXPENSES:
i Depreciation and amortization of property, plant and equipment and
internal use software. . .. ......... .. e

OTHER lNCOME (EXPENSE), NET
| ) Interest mcome .......................................... PR

(Loss) gain on foreign currency transactions. ... ... PR U s
Loss on long-term debt extinguishment, net . . .......... .. e
;, Other financing expenses................ e
Miscellaneous, net . ... ... ... . . ... . i e e

Balance Sheet Information

VALUATION AND QUALIFYING ACCOUNTS

Allowance for Accounts Receivable: .
~ Balance at begmmng ofperiod.......... ... ... R
Charged to costs, expensesandother . .. ........ ... ... o it

Balance at end of period . ....... ... e [P ..
Deferred Tax Asset Valuation Allowance:

Charged to costs and expenses ......... e L PR
_ Charged to other accounts. .......... e e e
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Year ended September 30,

Deductions, . .................... e e e e ;
Balance at beginning of period . . . . .. P Ceee e ’

‘Deductions/ reversals . .......... ... PO P L _

2006 2005 2004
Dollars in mllllons ’

$ 42 $°36 "33
P ! RE
65.-. ..59 6
162. 177 113

$269 $272 $147

$ 36 0§24 $ 19
R R —
.(5). - R
1 (44)‘. - .(42) :
e (5). @
. (8) (8) 3

$ 24 $(32) $(15)

4

Year ended September 30,

2006

2005

2004

Dollars in millions

o

$ 58 § 48 3 86

SRV 83 73

1y (7 ) (1

$ 57 §$ 58- s 48
$165 S 781 S 769

33 174 17

(16 97

@4 @14 (102

T $194 S 165 $ 781

[\ ]
o
Q
o]
>
=
=
c
2
Y
1]
]
O
=
-t




AVAYA INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

6.  Supplementary Financial Information (Continued)

September 30, -
2006 2005
. Dollars in millions
INVENTORY
Finished BoOAS . . ..ot e for $ 281 % 274
o Raw materials, . . ..ottt e e e 4. 14
| Total inventory . . ... .. ... . e P " 0§ 285§ 288
PROPERTY, PLANT AND EQUIPMENT, NET
} Land and improvements. .. ... v v nn et $ 56 § 41
Buildings and improvements . . ....... ... i e ' 460 430
Machinery and equipment . ... oo T - U654 .. 640
Rental equipment . . ...t P A S T oA 2300 210
| i A 55 SIS C ON ST C O T P covtore s 2 e AN i e g b Ly —
Internal USe SOFIWAIE . ... ..\ttt et et tae et aaae e L U A D260 el 374
Total property, plant and equipment .. ... oo e . Le34 1,565
Less: Accumulated depreciation and amortization. . .. ... (966) (827)
Property, plant and equipment, Bet. ... ..........ootuorutiiii i $ 668 § 738 |
- ACCUMULATED OTHER COMPREHENSIVE LOSS * : !
(] Cumulative translation adjustment. . .. ...... . i e $ 101 § 48 |
% Minimum pension liability, netof tax . .............. ... G (928)
o Unrealizéd holding!loss,on securities classified as available forsale .. .. ... e "(8_)_'_3 “(3) L
! Accumulated other comprehensive loss. . .......... ... ..o o CLL 1 S(698)FHE(gRaY T il
E Supplemental Cash Flow Information o
2 Year e‘nded September 30,
0 ’ 2006 2005 2004 .
o " Dollars in millions 4
K ACQUISITION OF BUSINESSES
Fair value of assets acquired, net of cash acquired. ................¢ e . $— 51,625 3 262
Less: Fair value of liabilities assumed. .. .. ..o vvn e — . (1,204) _(134)
Acquisition of businesses, net of cash acquired ... ) §$— $ 421 9§ 128
OTHER PAYMENTS
Interest payments, net of amounts capitalized of $0, $1 and $5, respectively ... .. $1 $ 19 § 61
[NCOME tAX PAYIMEILS. . ..ot aiainte e s saannas s aaanns e $32 $ 23 § 23
NON-CASH TRANSACTIONS B
Issuance of common stock in connection with LYONs conversion. . ......... $— $ 299 § —
Entrance into capital leases ... — 1 —
Issuance of commen stock for contribution to pensionplan................ —_ — 111
Issuance of common stock for Lucent Securities Settlement. . .. ............ — . '—" .24
Investment in equity SECUTIties. . ... v.voueeniiiiins e — — 7
CommScope common stock received in connection with
Connectivity Solutions sale .. ... ... .. o i — — ‘33
Notes received as part of the sale of Expanets’ non-Avaya business.......... — — 9
Total non-cash transactions ... ........ ... o — $ 300 $ 184
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7. Restructuring Programs

Fiscal 2006 Restructuring Plan - » .. - ., - . : . - o

During fiscal 2006, the Company recorded restructuring charges aggregating $98 million which are included
in “Restructuring Charges” in the Consolidated Statements of Income for fiscal 2006. The following table
summarizes the components of this reserve during fiscal 2006: o

, .
. R T . R

. e
. . Employee Lease
) ! Separation ’ Termination
! £l ’ i vt ’ + -Costs . "Obligations - Total

Dollars in millions

Balance as of September 30,2005 .. ............ ... $— $— § —

Charges....... e e 78 20 98
Cash payments . .. ... e (8) 3) (11)
Balance as of September 30,2006 ... ........... . ... ........0". .. $70 - 17 $ 87

The employee separation costs are related to workforce actions in the Europe, Middle East and Africa
{(“EMEA”) region as a result of the Company’s continuing efforts to improve the region’s operational performance,
as well as a reduction in the Company’s service technicians in the U.S. The lease termination obligations relate to
costs, net of estimated sublease income, to close or consolidate international office facilities, prlmarrly related to
the consolidation of the Company’s Guildford, United Kingdom facility.

In addition to the charges described above, during fiscal 2006, the Company also recorded a $5 million
charge for higher-than-expected per employee separation costs in Germany accounted for under the EITF 95-3
reserve, and $1 million of adjustments to previously reserved lease termmatron obhgatrons accounted for under the
E[TF 94-3 reserve, for a tota] fiscal 2006 charge of $104 mlll:on s :

St - : : N

Frscal 2005 Restructuring Plan

During the fourth quarter of fiscal 2005, the Company recorded a $22 million restructuring charge to
reorganize its North American sales and scrvrce org,amzatlons consolidate facilities and reduce the workforce
in order to optimize the cost structuré. Thé followmg«table summarizes the activity related to this restructuring
liability recorded iri accordance with SFAS 146, “Accountmg for Costs Assocrated w1th Exit or Disposal Activities”

N

durmg frscal 2006 and 2005: - SNSRI S AR '
s i . BT EREES 715 9 Ce ’. -
A MR s'i';';’r'i’i’ii‘; e
Costs Obligations Total
Dollars in millions
Balance as of September 30,2004 ........... ... .. ... ... $— $— $ —
Charges......... L e ' 12 10 22
Cash PAYMENLS . . ..« e eveet e e et .. _ (5 e _
Balance as of September 30,2005, . .. ... .. .l oo : $ 7 3510 $ 17
Charges. . . . . A S, U, o — LR - —
Cashpayments. .........oue oo it © ' (5) (D

‘Balance as of September 30,2006 ... ... . ... ............ ... .......

.
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_ AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

7.  Restructuring Programs (Continued}

Lease termination obligations relate to 74 properties and include both costs to'terminate leases and the
present value of future cash payments, net of estimated sublease income, relating to real estate space vacated.

EITF 95-3 Reserve

This reserve reflects the remaining balance associated with employee separation charges related to the
acquisition of Tenovis. This balance is included in other liabilities in the Company’s Consolidated Balance Sheets.
The following table summarizes the components of this reserve during fiscal 2006 and 2005:

Employee
Separation
Costs

Dollars in millions

Balance as of September 30,2004 .. ....... ... .. - 5 —
Initial reserve recorded in purchase accounting. . .............. 106
Cash payments . ... ... P . e - (30) .

-+ Impact of foreign currency fluctuations......... Sl o S (°))

Balance as of September 30, 2005. ...... e PO s 70
Charges. . ...t e : : 5
Cash payments . .......... PR e T (46)
JImpact of foreign currency fluctuations. ................ s o1

‘Balance as of September-30,2006.. . ...................... ... : - § 30 .

The restructuring charge of $5 million relates to higher than expected per employee separation costs in
Germany and is included within “Restructuring Charges” in the Consolidated Statements of Income for fiscal 2006
{see Note 4, “Business Combinations—Acquisition of Tenovis,” for more information).

EITF 94-3 Reserve = S . : R

This restructuring reserve reflects the remaining balance associated with the business restructuring charges
related to lease terminations recorded in fiscal 2000 through 2002 in accordance with EITF 94-3, “Liability .
Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity (including Certain
Costs Incurred in a Restructuring)” and is included in other liabilities in the Company’s Consolidated Balance
Sheets. The following table summarizes the components of the Company’s restructuring reserve during fiscal 2006
and 2005: o ‘

Lease
3 Termination
Obligations
i ] : Dollars in millions
Balance as of September 30,2004 ... ... ... ...iiiiieeee. $ 4l
Changes in estimatesand reversals ....... .. ..o, 5
Cashpayments.........:....................: .......... B _ (12
Balance as of September 30,2005, .. .. ... ... . ool s $ 24 Lo
Changes in estimates and reversals . . . e 1
Cash payments . . . ... _®
Balance as of September 30,2006 . .................. ... $ 17
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7. Restructuring Programs (Continued) ;.1 .0 v L. o0 aeais 1oV 0 rnae e v

The restructuring charge of $5 million recorded relates to changes-in sublease. assumpttons and is included
within SG&A expenses.in the Consolidated Statements of Income for fiscal 2005. . - -, Tt .

Other current lrabrhttes of $33S mllhon mcluded m the Consohdated Balance Sheets as of September 30
2006 inclide $86 miltion of cufrent liabilitids assoc1ated wlth th_e Company s restructunng plans ‘

[ [ R 1

8. Capital LeaseObhgatlons and Long-Term Debt I S TRRUCRRLRE PRI B P DOARE

Capltal lease obhganons and long-term debt consrst of the followmg and are classrﬁed w:th other current and
long-term habllmes "

L AR PP A RSP IPL T S0 ¥ IR [IERTIEENE Y T ALIFIY S i' "-»'ﬂai"";. e gaagle st
T aeth st (Ut gy ko e T 0T e sdnrember30, )
1 L SR an I ¥ 'I \? . N -
2006 zons
7 Dollars in millions
' Capital Iéase’obligations:™ -7 1l oy neares R R A
Currérit portion—reporfed in Other Current Liabilities. .. &L /e ol $ A S 3
Capital lease obligations and Long-term debt: .
11%% Senior Notes, net of discount, premmm and net deferred galn on ! v st
| w1, interest rate swap ..l .. T T S TS S TS LY d— 7 14
| Capttal lease obligations (Iong-term pOI‘thﬂ). O e A N 2L LA UM | %
" Total long-term debt—reported in Other Liabilities ... .- e vt waeterd §09 0 0825
| Total debt... . .. R N P S PN AN U TR SRS SUSUESENMEY 3 & R X |
| . R BT PR e O I SV SR e et
| The,Company has entered into capltal lease.obligations for ccrtaln equlpment and automoblles for.which -
payment obligations extend through fiscal 2010. P I T T A T T T

- See. below fora detalled discussion of actions the Company took related to its-long-term debt. .. 1

v [ oo . LA, !'.‘ T E IJ ath r . s

Semior Notes. . .+ - b T crn sy, at e Ve

Durlng fiscal 2002 and 2003 the Company 1ssued $640 mllllon prmc:lpal amount °.f senior notes In'
connection with these iséuances, the Company recorded a net premium and deferred fi inancing costs. The Company
also subseéquently enteréd into interest rate swaps to-effectively convert the fixed-rate debt into floating rate
debt. See Note 9 “Derwatwes and Other Financial [nstruments” for further-discussion of these interest rate swap
agreements ' 0 Ty T P T T S RS

.\ On November 1, 2004 .the Company commenced a cash tendcr offer for any and all of |ts senior fiotes'and
a consent solicitation to'amend the related indenture as described below. The offer included &n carly consent date.
of November 15, 2004, and expired on December 1, 2004, The consideration for each $1,000 principal amount of
senior notes validly tendered by the early consent date and not validly withdrawn and accepted for payment was
$1,158.95, which included a consent payment of $30 per $1,000 prmc:pal amount. '

As of the early consent date holders tendered $271 m11110n prmcrpal amount of senior notes and were pald
$314 million in cash. An additional '$100,000 prmc1pal amount was tendered prior to December I, 2004 and cash
of $113,000 was paid. Upon repurchase of the notes, the Company paid interest of $4 million, which had accried
from October [, 2004 through November 15, 2004, ‘. I S i E e
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

8. Capital Lease Obligations and Long-Term Debt (Continued) !

-As a result of the cash tender offer, the Company recognized a pre-tax loss of $41 million, which was
included in other expense, net for fiscal 2005. This loss consisted of (i) $43 million of premiums on the repurchase,
(i1} the write-off of $5 million of deferred financing costs and (iii) $1 million of fees, partially offset by the
recognition of (iv) $4 million of unamortized net premium recorded at the time of the original debt issuances and
{v) $4 million of deferred gain ‘related to the intefest rate swaps.

Contemporaneously with the tender offer, the Company received the requisite consents with respect to the
consent solicitation for the adoption of certain proposed amendments to the indenture relating to the senior notes.
On November 16 2004, the Company and the trustee for the senior notes executed a supplemental indenture,
which eliminated substantially all of the restrictive covenants, the reporting requirements and certain events of
default from the indenture. The supplemental indenture also eliminated the requirement to provide security for the
senior notes and accordingly, the Company’s obligations under the senior notes that remained outstanding were
unsecured.

As of September 30, 2005, $13 million of principal amount was outstanding. The remaining 13,205 notes
were redeemed at the Company’s option in April 2006 for $1,056.25 each, for.a total payment of $14 million.

Secured Floating Rate Notes

In November 2001, Tenovis entered into an asset securitization transaction whereby Tenovis Finance Limited
a VIE for which Tenovis is the primary beneficiary, issued Secured Floating Rate Notes due 2013 (“secured
floating rate notes™) that were secured by a pool of Tenovis’s current and future receivables associated with rental
contracts. In accordance with FIN 46(R), the Company consolidated Tenovis Finance Limited upon the acquisition
of Tenovis. Tenovis Finance Limited is a special purpose company established to issue the secured floating
rate notes and enter into all related financial arrangements and is the consohdated VIE as discussed in Note 4
“Business Combinations and Other Transactions.”

b

The secured floating rate notes were denominated in euros and were originally issued in a principal amount
of euro 300 million, representing 3,000 notes each having a principal amount of euro 10(,000. As of the date of
the Company’s acquisition of Tenovis, each note translated to principal of $130,300 or $268 million in total for.the
2,060 notes outstanding. In connection with these notes, Tenovis Finance Limited also entered into two interest
rate swap agreements, which are discussed further in Note 9 “Derivatives and Other Financial Instruments.”

During fiscal 2005, the Company repaid the outstanding principal amount of $262 million and terminated
the related interest rate swaps. Additionally, the Company paid $15 million in interest and related costs. Asa
result of the repayment, the Company recognized a pre-tax loss of $3 million, which was included in other income
(expense), net for fiscal 2005. This loss primarily consisted of a $5 million reduction in the net unamortized
discount recorded at the time of the original debt i issuance, partlally offset bya $2 million gain on the change in the
fair market value of the 1nterest rate swaps.

LYONs Convem'ble Debt

The Company issued LYONs during fiscal 2002 through an underwritten public offering under a shelf
registration statement. Through a series of transactions during fiscal years 2004 and 2005, the Company repaid
w1th cash or converted into common shares all of its outstanding LYONs.

Interest expense related 1o the amortization of the discount on the LYONs amounted to $2 mllhon and $10
million for fiscal 2005 and 2004, respectively. In addition, interest expense related to the amortization of deferred
financing costs on the LYONs amounted to an insignificant amount and $2 million for fiscal 2005 and 2004,
respectively.

+
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continuved)

8. Capital Lease Obligations and Long-Term Debt (Continued) . : R i

- As of September 30, 2004, the outstanding LYONs were convertible into an aggregate of 20,557,415 shares,
all of which were reflected in the diluted share calculations for fiscal 2004 included in Note 11 “Earnings Per '

Share of Common Stock.” Upon conversion, the holders were not entitled to receive any cash payment representing
acerued-original 1ssue discount. Accrued original issue discount was considered to be pard by the shares of
common stock recewed by the holder of the LYONs upon conversion. .

Pursuant to the terms of the indénture, the Company had the ablllty fo redeem all or a pomon of the LYONs
for cash at any time on or after Octobér 31, 2004 at a price equal to the sum of the issue price and accrued orlgmal
issue discount on the LYONS as of the applicable redemptlon date. Conversely, holders had the ab1l1ty to require
the Company to purchase all or a portion of their LYONs on October 31, 2004, 2006 and 2011 ata price per LYON
of $542.95, $583.40 and $698 20, respectwely The mdenture atlowed the Company at its optlon to elect to pay the
purchase price in cash or shares.6f common stock or any combmatton thereof

a

On October 31, 2004, 238 LYONs were put-to the Company for an aggregate redemption price of $129,000,
which the Company elected to pay in cash. On November 18, 2004, the Company announced that it would redeem
for cash all of the remaining outstanding LYONs on December 20, 2004. As provided pursuant to the indenture
governing the LYONs, the redemption price was $545.67 per $1,000 principal amount at maturity of LYONs. Each
LYON remained convertible at any time prior to the redemption date at the option-of the holder into 37.4437 shares’
of Avaya common stock L

Prior to the redemption date, holders of $549 mtlllon principal amount at maturity of LYONS converted their
outstanding LYONS into 20,546,199 shares of Avaya common stock pursuant.to terms of the indenture..On the .,

. stated redemption date, December 20,:2004, $61;000 principal amount at maturity of LYONs, which represented all
remaining outstanding LYONs, were redeemed for cash at an aggregate redemption price of $33,000.

Fair Value of Long-Term Debt

As of September 30, 2005, there were 13 205 senior notes outstandmg The notes had a carrying value of
$14 million, which was comprised of the aggregate prmcrpal amount outstanding of $13 million increased for $1
million of unamortized premium, net of discount and the net unamortized deferred gain related to the termination
of interest rate swap agreements. The notes had a fair value of $15 million based upon quoted market prices and
yields obtained through independent pricing sources for the same or similar types of borrowing arrangements taking
into consideration the underlying terms of the debt. As described above these remaining notes were redeemed at the
Company’s option in April 2006. :

In addition, liabilities as of September 30 2006 and 2005 include $13 m1ll10n and §16 mllll()l'l respecnvely, of
capital lease obl1gat1ons primarily associated wnth Tenovns

Credit Facility Amendments

On February 23, 2005, the Company entered into a Credit Agreement among the Company,
Avaya International Sales Limited, an indirect subsidiary of the Company, a syndicate of lenders and Citicorp. -
USA, Inc., as agent for the lenders (the * credtt facility”). The commitments pursuant to the Company’s previous
Amended and Restated Five Year Revolvmg Credit Facility Agreement, dated as of April 30, 2003 (as amended),
among the Company, the lenders party thereto and Citibank, N.A., as agent for the lenders were termmated and
the securlty interests securing obllgatlons under that facility were fully released

¢

Under the credit facility, borrowings are avallable in U.S. dollars or euros, and the maximum amount of
borrowings that can be outstanding at any time is $400 million, of which $150 million may be in the form of
letters of credit. The credit facility is a five-year revolving facility and is not'secured by any of the Company’s .
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

8.  Capital Lease Obligations and Long-Term Debt (Continued) - . . L : .

assets. The credit facility was.amended in May 2006 to extend the expiration date of the credit facility to May 24,
2011 and to amend certain definitions resulting in reductions in interest and various fees payable to the lenders.
The.credit facility contains affirmative and restrictive covenants, including: (a) periodic financial reporting .. -~
requirements, (b) maintaining a maximurm ratio of consolidated debt to earnings before interest, taxes, depreciation
and amortization, adjusted for certain business restructuring charges and related expenses and non-cash charges, .
referred to as adjusted EBITDA of 2 00 to I 00 © mamtammg a mmlmum ratro of adjusted EBlTDA to interest

orto repurchase, redeem or otherwise acqulre shares of its common stock to an atount not to exceed 50% of
corisolidated net income of the Company for the fiscal year 1mmed1ately precedmg the fi scal year 'in which such’
dividend, purchase, redemption, retirement or a’cqursmon is paid or made. For fiscal 2006 the credit facility
allowed the Company to repurchase, redeem or otherwise acquire shares of its common stock up to an amount not
to.exceed $461 million. On Septemnber 8, 2006, an amendment to the credit facility provided that the Company.

_may use an additional $500 million during the period from October 1, 2006 through September 30, 2008 for -.

such activities, over the amount provided for under the 50% of consolidated net:income test'each’year. As of.
September, 30, 2006, the Company was in compliance with all of the covenants included in'the credit facility. .*:*

Provided that the Company is in compliance with the terms of the credit facility, the Company may use up to”
$1 billion in cash (excluding transaction fees) and assumed-debt for acquisitions completed after February 23, 2005.
The acquisition amount will be permanently increased to.$1.5 billion.after consolidated adjusted EBITDA of the
Company and its subsidiaries for any period of twelve consecutive months.equals or exceeds $750 million... . ~

There are currently $35 million of letters of credit issued under the credit facility. There are no other ™ ™"
outstanding borrowings under the facility and the remaining availability is $365 million as of September 30 2006
The Company believes the credit facility provides it with an important source of backup quuldlly

From time to time, certain of the lenders prowde customary commerc1al ‘and mvcstment bankmg servrces to

the Company . By
*e ol gl

9.  Derivatives and Other Financial Instruments b

n

The Company conducts its business on a multi-national basis in‘a wide variety of foreign currencies and, -
as such, uses derivative financial instruments to reduce earnings and cash flow volatility associated with foreign.
exchange rate changes. Specifically, the Company uscs forelgn currency | forward contracts to mitigate the effects
of fluctuations of exchange rates associated with certain exlstmg assets and liabilities that are denominated in
non-functional currencies and, from time to time, to reduce anticipated net foreign currency cash flows resulting
from normal business operations. In addition, the Company has used interest ratc swap agreements to manage 1ts
proportion of fixed and floating rate debt and to reduce interest expense. ‘

— . M DR ] .. :
[N ! v LN [T v T a . '

Recorded: Transactions R A . A PR T A

The Company utilizes foreign currency forward contracts prlmar:ly to manage shori-term exchange
rate exposures on certain receivables, payables and loans re51d1ng on foreign subs:dranes books, which ar¢
denominated in currencies other than'the subsrdlary s functional ¢ currency When these items are tevalued mto
the subsidiary’s functional currency at the month-end exchange rates the fluctuations in the exchange rates are
recognized in the Consolidated Statements of Income as other income (expense), net. Changes in the fair value
of the Company’s foreign currency forward contracts used to offset these exposed items are also recognized in
the Consolidated Statements of Income as other income (expense), net.in the period in which the exchange rates
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

9.  Derivatives and Other Financial Instruments (Continued) - - ., - .« « , ¢ - =

-

change. For fiscal 2006, 2005 and 2004, the changes in the fair value of the foreign currency forward contracts
were substantially.offset by changes resulting from the revatuation of the items sub]ect to foreign currency
exposure:, , - :, - T e B K KT e b St
-'.'. o I Nt 1 ’ ot " v

Forecasted Transactions C. : . : o Lo e

From time to time, the Company uses foreign currency forward contracts to offset certain forécasted f'oreign
currency transactions primarily related to the purchase or sale of products expected to occur during the ensuing
twelve months. The change in the fair value of foreign currency forward contracts is recognized as other expense,

net in the.period in which the exchange rates change. For fiscal 2006,.2005 and 2004, these gains and losses were |

not material to the Company’s results, of operations. As permitted under SFAS No. 133 “Accounting for Defivative
Instruments and Hedging Activities,” (“SFAS 1337} the Company has elected not to designate its.foreign currency.
forward contracts as hedges thereby precluding the use of hedge accounting for these instruments. | - e

The notional amount of the Company’s financial instriiments represetits the facé amount of the contractual

arrangements and the basis on which U.S. dollars are to be exchanged. They are not a measure of markét o' ctedit

exposure. The notional amounts as of September 30, 2006 and- 2005 of the Company’s foreign currency forward
contracts were $378 million and $323 million, respectively. As of September, 30, 2006, these notional amounts
principally represent the equivalent in U.S. dollars for contracts in euros of $152 million, British pounds sterling
of $130 million, Mexican pesos of $26 million, Singapore dollars of $19 million, Australian dollars of $17 million,
Canadian dollars of $16 million and other foreign currencies. As of September 30, 2005, these notional amounts
prmcrpally represented the equivalent in U.S. dollars for contracts in British pounds slerlmg of $174 million, euros
of $162 million, Canadlan dollars of $57 million, Mexican pesos of $27° mllhon Austrahan dollars of $l6 mllhon
Japanese yen of $14 mrlllon Hungarlan forints of 313 mllllon and other forelgn currencres ) '

Fair Value

The carrying amounts of cash and cash equivalents, accounts receivable, accounts payable and accrued
liabilities approximate fair value because of their short-term maturity and variable rates of interest.

The estimated fair values of the Company’s foreign currency forward contracts are included in the

Consolidated Balance Sheets, reflected as other current liabilities of $2 millioi and'$6 million as of Septernber 30 i

2006 and 2003, respectively. The estimated fair-values of these forward contracts were based on market quotes
obtained through mdependent prlcmg sources. -y Cl i U

X . . .
*
'

1 o . . ¢ i N s ot [ L

InrerestRateSwapAgreements G T . : T R T

Durmg fiscal 2004, the Company entered into'a total of five interest rate swap agreements each havmg '
a notional amount of $50 million and a maturlty date of April 2009 These interest rate swap agreements were
executed in order to: (i) convert a portron of the senior notes fiked rate debt mto floating rate debt; (i) malntam a

caprtal structure containing appropnate amounts of fixed and floatmg rate debt and {iii) reduce rnteresx paymems ’

and expense in the near term. These agreéments qualified and were desrgnated as fair'value hedges in‘accordance
with SFAS 133. Under these agreements, the Company received a fixed interest rate of 1114% and paid-a floating
interest rate based on the six-month LIBOR (in arrears) plus an"agreed- upgn spread of 6.55%, 6.8575%, 6.94%,
6.8% and 6.98%, respectively. The interest rate swaps effectlvely converted $250»m11hon of the senior notes from
fixed rate debt into floating rate debt! Since the relévant’ 1é#ih5 of the interest rate swap agreements matched the
corresponding termsof the seniof notes, there was no hedge ineffectiveness. Accordingly, gains and losses on the
interest rate swap agreements fully offset the losses and gains on the hedged portion of the senior notes, which
were marked to market at each reporting date, both of which were recorded in other income (expense), net.
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anticipated further repurchases of the senior notes.
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 Warrants to Purchase Commen Stock

AVAYA INC,
NOTES!TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

9.  Derivatives and Other Financial Instruments (Continued)

Subsequently during fiscal 2004, the'Company terminated all five of its interest rate swap agreements. The
terminations resulted in-a reduction to other liabilities for the removal of the fair market value of the interest rate
swap and cash payments of §2 million representing the loss on termination, which was recognized as an increase
to interest expense over the remaining term to maturity of the senior notes. The unamortized balance of the loss
was included as a reduction to long-term debt. The Company terminated these interest rate swap agreements as it

v
- s
VT ' i N

In November 2001, Tenovis Finance Limited entered into two interest rate swap agreements, each with an -
original notional amount of Euro 150 million, which matched the notional amount of the secured floating rate
notes outstanding. Mirroring the secured floating rate notes, the interest ratc swaps had a final maturity-date of
November 2007. These interest rate swap agreements were exccuted in'order to convert the floating rate debt '
into fixed rate debt. Under these agreements, Tenovis reccived a floating interest rate based on the three-month
EURIBOR and paid a fixed interest rate of 4:72%. Because there'was a 1.50% spread on th¢ underlying floating
rate notes, the. total flxed rate mteresl payment on the notes was 6 22% per annum. The swaps were marked to

market at, each reportmg date, - e riloh B iy 55 i B B i et
*""Durmg'f‘ i5c41'2005, the Cofiipany repald the'secured floating rate notes and terminated the related interest

rate swap agreements, whlch resulted in a $2 million gain on the change ini the fair market value of the interest rate
swaps.' : :

AR LT R . et

y
Non Derivative and Off-Balance-Sheet Instruments : o '

chuests for provndmg comm:tments to cxtend credit and financial guarantees are reviewed and approved by
senior management. Management rcgularly reviews all outstanding commitments, letters of credit and financial .
guarantees, and the results of these reviews are considered in assessing the adequacy of the Company s reserve for
possible credit and guarantee losses. See Note 17, “Commitments and Contingencies” for the disclosure of these
items.

10. Warrants to Purchase Common Stock and Other Equity Transactions

In December 2002, the Company, together with the Warburg Pincus Equity Partners, L.P. and certain
affiliated investment funds (the “Warburg Entities”), commenced an exchange offer to purchase up to $661 million
principal amount at maturity, or 70% at the time, of the Company’s outstanding LYONS (the “Exchange Offer”). In
consideration of their agreement to participate in the Exchange Offer, in December 2002, the Company granted the-
Warburg Entities, Series C warrants that have a four—year term and were exercisable for an aggregate of 7,355,824
shares of Avaya common stock. The fair value of these warrants was cstimated to be $5 million and was mcluded
in additional paid-in capital. During the second quarter of fiscal 2003 upon completion of the Exchange Offer, the
Company recognized the cost of these warrants as a commitment fee and recorded the amount in loss on Iong -term
debt extmgulshment net, Wh]Ch isa componcnt of other income (expense) net. _ ‘

. As of September 30, 2005, the Warburg Entities held warrants to purchase the followmg addmonal shares of

the Company s common stock: . E . R
4 - N . R
Yo P IR e Pl ! L N Lt L L
Warranfs .., . - - Number of Shares  Exercise Price Expiration Date .
SeriesB........... B O . 5,379,732 £34.73 October 2, 2005 l
SeriesC.......... BE4 UL AN et © 7,355,824 ' §°3.50 December 23, 2006

e 12,735,556 ¢ oo
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AVAYA INC
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

10. Warrants to Purchase Common Stock and Other Equity Transactions (Continued) '

The Senes B Warrants explred unexermsed on October 2, 2005. In October 2005, the Warburg Entities
(i) exercised their 7,355,824 Series C Warrants resultmg in their acquisition. of an aggregate of 5,236,861 shares of
our common stock and (ii) distributed to thelr partners an aggregate of 15, 299,993 shares of our common stock. As |
of September 30, 2006, the Warburg Entities do not hold any warrants to purchase the Company’s common stock.

As described in Note 16 “Related Party Transactions,” the Warburg Entities sold their remaining 156,529 shares of
our common stock on the open market and thus as of October 2, 2006, do not own any shares of our common stock.

Other Equity Transactions

During fiscal 2006 and 2005, the Company repurchased and retired 41,434,400 shares of its common stock at
an average price of $10.50 per share, under the provisions of the share repurchase plan authorized by the Board of
Directors in April 2005 (see Note 11 “Earnings per Share of Common Stock™). . '

During the first quarter of fiscal 2005, the Company issued 20,546,199 shares of its common stock to holders
of the LYONs who chose to convert thelr LYONs mto Company shares (see Note 8 “Capital Lease Obligations and
Long-Term Debt™).. . T )

“In September 2004, the Company contributed $24 million of its common stock to fund its portion of the
Lucent securities litigation settlement, The payment was funded with a combination of 221,882 shares of treasury
stock and 1,600,303 shares of newly issued common stock.

During the third quarter of fiscal 2004, the Company made a voluntary contribution of $111 million of its common
stock to fund its U.S. pension plan (see Note 13 “Benefit Obhgatlons ")-The ¢ontribution was funded with a combination of
2,448,602 shares of treasury stock and 4,510,646 shares of newly issued common stock. As of the date of the contribution,
the treasury stock had a carrying value of $27 million. The difference between the $27 million carrying value and the $39
million fair value of the treasury stock contributed was recorded as an increase to additional paid-in capital.

In February 2004, the Company sold 14,039,481 shares of its common stock for $17.85 per share in a public
offering, The Company received proceeds of $249 million, net of $2 million of underwriting discounts and comemissions,
which have been recorded as a reduction to additional paid-in capital. The Company used the entire net proceeds to
redeem a portion of its outstanding senior notes (see Note 8 “Capital Lease Obligations and Long-Term Débt™),

Cow Con :

et
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continu‘ed)
11.  Earnings Per Share of Common Stock ,
¥ : ' L oty e PR Ve
Basic earnmgs per common share s Calculated by d1v1d1ng net income by the weighted average number

of common shares outstandmg during the penod Diluted earnmgs per common share i$ ‘calculated by adjustmg
nét income and welghted average outstandmg shares, assummg conversion of all potentlally dllutlve securllles
mcludmg stock options, restrtcted stock units, warrants and convertlble debt P ‘

T ko . ‘rvoowm b s Loar

T T T _— Year Ended September 30, . < v -

R O DT A AL SRR N 3006 T 3005 2004

Dollars in millions, except per-share amounts .

“Earnings Per Common Share—Basic:

Income from continiing operations available to common e oL SN .
stockholders .. : . ..ov oo ons oo orn oo Do oirn L § 201 e *$ 923 - § 291 -
{Loss) income from discontinued operatlons .......... S I — e 2y - ., 5
Netincome.............. .. ... ... ... e $ 201 L 5921 $ 296
Earnings per share from contmumg operatlons S Ll 8043 ';f $1.95° " %0.66
Earnings per share from ‘discontinued operations . . +.7 .. .. 0. .. R — 001
Earnings per share—basic. . .. ......... ... $043 $1.95 T $0.67

Weighted average shares outstanding—basic. ... .. .. PR Covveeniene 463 0 14730 439

Earnings Per Common Share—Diluted:
Income from continuing operations available to

~common stockholders ... oo e - 85200 s $ 923 - 1 8291
Interest charges associated with LYONs convemble debt R : e e :

net of tax effects. ... .. R D et — 2 -, 10
Income from cnntmmpg operatlons after assumed conversmn e e .

ofLYONsdebt....‘ .................... PO Ceeees v, ao2000 T 925 301,
{Loss) income from dlscontlnued operat:ons ..... s - (2) 5
Net income after assumed-conversion of LYONs debt . .. ..& .t -t § 201, -$923° $ 306
Earnings per share from continuing'operations ... .« . .. it + 5043 ‘$1.89 +o $0.63
Earnings per share from discontinued operattons U AP A i, vt == v = _0.01
Earnings per share—diluted: .v.. .. .. SRR A S ‘e $0.43 - $189% ¢ $0.64. .
Diluted Weighted Average Shares Outstanding:
Weighted average shares outstanding—basic. . ................. 463 473 439
Dilutive Potential Common Shares:

Stock Options. .. ... i e e 6 8

Restricted Stock Units . ......... ... ... .o 1 1 2

WaITAntS . . ... e e e — 5 6

LYONs Convertible Debt. . ... .. ... .. . ... o ian.. — 4 21
Weighted average shares outstanding—diluted . ................ 469 489 476
Securities excluded from the computation of diluted earnings

per common share:
Stock options(1). .. .. ... ... 40 36 25
Restricted stock units(1) .. ........ . .o i — — —
Warrants{l) .. ... e — 6 6

40 42 31

(1) These securities have been excluded from the diluted earnings per common share calculation either because
the respective exercise prices are greater than the average market value of the underlymg stock or their
inclusion would have been antidilutive.

H
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

11. Earnings Per Share of Common Stock (Continued) Lo

On April 19, 20035, the Board of Directors.authorized a sharerepurchase blan (the “plan”). Under the -
provisions of the plan, Avaya may use up to $500 million of cash to repurchase shares of'its outstanding common

stock through Aprll 2007. For fiscal 2006, the credit facility limited the Company’s ability to make dividend

payments o dlstrlbutlons or to repurchase, redeem or otherwise acqu1re shares of Avaya common stock to $461
million (which represents 50% of consolidated net income for the Company for fiscal 2005). On September 8,
2006, an amendment to the credit facility provided that the Company may use an additional $500 million during
the period from October 1, 2006 through September 30, 2008 for such activitiés, over and above the amount’
provided for under the 50% of consolidated net income test each year. S

Dunng fiscal 2006, the Company repurchased and retired 29,909,400 shares of common stock at an average
purchase price of $10.98 per share, for a total of $328 million.'Approximately $65 million is Zvailable through Aprll 2007
for further share repurchases under the plan. These repurchases are made at management’s discretion in the open market
or in privately negotiated transactions in compliance with applicable securities laws and other legal requirements and are
subject to market conditions, share price, the terms of Avaya’s credit facility and other factors.

12. Income Taxes

A fecongiliation of the Company’s income tax provision at the federal statutory rate to the provision for -
(benefit from) income taxes at the effective tax rate is as follows: . .

1

) B . Year ended September-:';o,

A Cee - : 2006 ' 2008 2004
- '.' . ol ‘ ‘ Doltars in millions '

Income tax provision computed at the federal statutory rate of 35% .......... $99- § 86 $ 85
State and local income taxés net of federal income tax effect .......... ... "+ " (3) 5 -9
Tax differentials on forelgn earnmgs ..... seiies e e . (5) 36 )
Non-deductible restructuring costs™. -.. " . .1 ... ... SRS LT — — 22
Aunditsettlements . ... ... . N (109) (102)
Other differences—mnet. . ........ ... .. i (2) (n 3
Valuation allowance . . . ... i i e s 1 (693) (65)

Provision for (bellleﬁt‘ from) income taXes. .. ..............0iueini.., $83 $(676) $ (49)

During fiscal 2006, the Company recognized a $7 million tax benefit resulting froiri the resolution of
non-U.5. income tax audit matters, In 'ﬁscal 2005, the Compahy recognized a $109 mllhod tax benefit resulting
from the resolution of U.S. federal income tax audit matters for the pre- dlsl‘rlbutlon years 1999 and 2000. The
$693 million tax benefit relating to the reversal of a portion of the valuation allowance was partially offset by
a tax provision recorded for the yeaf resulting in a net tax benefit of $590 million. In fiscal 2004, the Company
recognized a '$102 million-tax benefit resulting fro the resolution of U.S. federal incore tax audit matters for the
pre- dlstrlbutlon years 1990 to 1998, Cohr bty Yt v

~r
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

12. Income Taxes (Continued)

The following table presents the U.S. and foreigh components of income before income taxes and the :
| provision for (benefit from) income taxes for fiscal 2006, 2005 and 2004:

‘ ' ' Year ended September 30,
- ) , ‘ 2006 2005 2004
. . ' o Dollars in millions
,/ INCOME BEFORE INCOME 'I;AXES: I . . ’
US—.co TR T T T  §218° T8 254 S 170 T
L - 66 (7 72
Income before income taxes ... $284 $ 247 5242 |
| . B |
PROVISION FOR (BENEFIT FROM) INCOME TAXES
CURRENT : :
Federal ..o e e .. 88— 50109 %95 -
Stateand local ...... ... o i e e — (12) 8
o) = 46 40 25
Subtotal . ... ... ... ... N P § 46 5 (8l) $(62)
DEFERRED
Federal .. .. . e e $ 40 S$(468) § 12
- State and Iocal ............................................... 14 (117 1
Q Foreign..... A (17 (10) —
Y Subtotal .......... BRI eeein. 837 3(595) § 13
x Provision for (benefit from) income taxes........ T 38 S(676) $(49)
‘;‘,’ The components of deferred tax assets and liabilities on continuing opcrafions as of Septembef 30, 2006 and
g 2005 are as follows: ‘
L § September 30, .
S 0062005
(=] : . - " +Dollars in millions
y N DEFERRED INCOME TAX ASSETS:
Benefit obligations . . ... ............ AR S .. %8 506 § 562"
Accrued liabilities .. ...... ..o e P 83 163
Net operating loss / credit carryforwards. . ........ooveeernoennnn.n. ; 547 492
Other. . ... o e, . 54 46
Gross deferred tax assets. ...................... Ceeenn B S $1,190 $1,263
DEFERRED INCOME TAX LIABILITIES -
Goodwill & intangible assels . ... ... . ... . ciiiiiiiiiina.. $ (126) $ (136)
Property, plantandequipment . .. ...... ... . . oo 3) —
1T P €Y} (4)
Gross deferred tax labilities. .. ... ... o o $ (133) § (140)
Valuation allowance. . ... .. ... .. i e 3 {194) 3 (165
NET DEFERRED TAX ASSET. ... ....... ... ... iiiiiiiian. $ 83 § 958
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

12, [Income Taxes (Continued)

As of September 30, 2006, the Company had net operating loss carryforwards (after-tax) totaling $488
million, comprised of $383 million for U.S. federal, state and'local tax purposes and $105 million for foreign tax
purposes, primarily in Germany. U.S. federal and state net operating loss-carryforwards expire through the year - -
2026, with the majority expiring in excess of 16 years. The majority of foreign nét operating loss carryforwards -
have no expiration. Additionally, the Company has various other tax credit carryforwards totaling §59 million. Of
this total} $16 million expnre w1thm 5 years $22 million cxplre betweén f1ve and ten years and $21 million expire

in cxcess-of ten years, * ' ’

The valuation allowance of $194 million is comprised of $161 million relating to for'eig'n deferred tax assets
for which we have determined, based on historical results and projected future book and taxable income levels, that
a valuation allowance should remain. The forelgn valuallon allowance mcludes approx1mately $l26 mllllon relating
to our German opcrallons ' ! - . :

The Company has not provided for U.S. deferred income taxes or forcngn wnhholdmg taxes on $937 million
and $847 mllhon of undnstnbuted earnings of its non-U.S. subsidiarics as of Seplember 30, 2006 and 2005
respectwely, since the Company intends 1o reinvest these’ earnings mdeflmtely

Lo

On October 22, 2004, the American Jobs Creation Act of 2004, or the Act, was S|gned into law The Act
includes’; a deduction of 85% of certain foreign earnings that are repatriated; as defined in the Act. With respect to

the repatriation provision, the Company determined that it WIII not' repatrldte earnmgs pursuant to the American ' -

JobsCrcauonActof2004r ‘ o Lo CLo C
13. BeneﬁtObllgatlons.' : oo S

Pension and Postretirement Benefits

The Company sponsors non-contributory defined bencf it pension p]ans covering the ma_]orlty of our U.S.
employees and retirees, and postretirement benefit plans for U.S. retirees that include healthcare benefits and
life insurance coverage. Effective January 1, 2004, the pension plan for U.S. salaried employces was amended to
eliminate benefit accruals for compensation paid after December 31, 2003. Effective June 1, 2006, the Company
entered into a new three-year collective bargaining agreement (the “Agrecment™) with the Communications

Workers of America ("CWA™} and the International Brotherhood of Electrical Workers (“IBEW™). The Agreement

affects the level of pension and postretirement benefits available to U.S. employees of the Company who are
represented by the CWA or IBEW (“represented employees”™).

Certain non-U.S. operations have various retirement benefit programs covering substantially all of their
employees. Some of these programs are considered to be defined benefit pension plans for accounting purposes.

Our general funding policy with respect to our qualified pension plans is to contribute amounts at least
sufficient to satisfy the minimum amount required by applicable law and regulations, or to directly pay benefits
where appropriate. In fiscal 2006 and 20035, contributions to our U.S. pension plans totaled $48 million and
$7 million, respectively, and contributions to our non-U.S. pension plans totaled $10 miflion and $9 million,
respectively. The contributions to the U.S. pension plans in fiscal 2006 consisted of payments totaling $6 million
for certain pension benefits that are not pre-funded, and a voluntary cash contribution of $42 million. The
contributions to the U.S. pension plans in fiscal 2005 consisted of payments totaling $7 million for certain pension
benefits that were not pre-funded. In fiscal 2006 and 2005, we were not required to make a contribution to satisfy
the minimum statutory funding requirements in the U.S. In fiscal 2007, we estimate we will make payments
totaling $6 million for certain U.S. pension benefits that are not pre-funded, a $2 million contribution to satisfy the
minimum statutory funding requirements in the U.S. and contributions totaling $12 million for non-U.S. plans.
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AVAYA INC.
NOTES. TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

13. Benefit Obligations {Continued) S 3

Most post-retirement medical benefits are not:pre-funded. Consequently, we make payments as.these retiree
medical benefits are disbursed. In fiscal:2005; the-assets in onc of our retiree medical.plans were.exhausted, . 7,
thus increasing the amount of post-retirement medical benefits that are not pre-funded. As a result, payments for .«
retiree medical benefits increased from $27 militon in fiscal 2005 to $52 million in-fiscal 2006, In compliance .~
with the terms.of the Agreement with the CWA and IBEW, the Company will contribute $47 million each year,
during calendar years 2007 through 2009, to fund retirement medical benefits for the represented employees. The:
contributions are expected to be made on a quarterly basis. As a result, contributions plus payments for retiree

medical beneflts are expected to total $63 mllllon in fiscal 2007 ‘ . :
B PR

On September 30, 2006, our annual measurement date, the accumulated benefit obhganon related to our
U.S. and non-1J.8, pension plans exceeded the fair value of the penston plan assets (such excess is referred to as an |,
unfunded accumulated benefit obligation). Changes in the amount of the unfunded accumulated benefit obligation
result from factors such as a change in the interest rate used to discount the accumulated benefit obllgatlon
to its present settlement amount, contribitions to the pension plan, changes in the level of benef"lts ‘offered to .
employees and the investment return generated by pension plan assets For Us. plans the unfunded accumulated
benefit obligation exceeded the Company’s accrued pension liability by '$692 milliofi, a decrease of $219 million
from September 30, 2005. For non-U.S. plans with an unfunded accumulated benefit obligation in excess of the
Company’s accrued pension liability, the excess totaled $63 million, a decrease.of $9 million from September 30,.:
2005. As aresult, in accordance with SFAS 87, the Company recorded an adjustment to decrease the additional _r.
minimum pension liability from $947 million at September 30, 2005 to $719 million at September 30, 2006.This ,
resulted in a $213 million net decrease to accumulated other comprehensive loss to $700 million at September 30,
2006, and a $15 million decrease to intangible assets, to $19 million at September 30, 2006, The charge to - .
stockholders’ equity represents a net loss not yet recognized as pension expense,

-

In connection with recognizing a decrease in the minimum pension liability in fiscal '2006’,"t‘hé.b01ﬁpé'ﬂ}
also recorded a reduction to the deferred tax asset of $78 million. This reduced the deferred tax asset related to the
minimum pension liability from $345 million-at September 30, 2003, to $267 million at September 30, 2006. ,

1 L : . . : L DA e
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13. Benefit Obligations (Continued)

AVAYA INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS {Continued)

-t

A reconciliation of the changes in the benefit obligations and fair value of assets of the defined benefit
pension and postretirement plans, the funded status of the p!ans and the amounts recognized in the Consolidated

Balance Sheets is provided in the table below: .

)]

*

CHANGE IN BENEF]T OBLIGATION

Benefit obhgatlon as of October 1 ... .. D
Acquisitions/ transfers . . ...............
Service cost ... .. M o
Interest cost ... ... I N S )
‘Amendments. . . . . I
Actuarial (gain)less. ..................
Benefits paid. . ..........
Exchange rate movements . . . . ... [P
Curtailments, settlements and other. ... ...

Benefit obligation as of September 30. .. .. ...

CHANGE IN PLAN ASSETS -
Fair value of plan assets as of October |

Sale of Connectivity Solutions. . .........
Transfer to Lucent .. ... e e ;
Actual retumon planassets.. ... .........
Employer contributions . ...............
Benefits paid. .. ....... e
Exchange rate movements . . . . . P ;
 Settlements and other." . ... ... e
Fair value of plan assets as of September 30

UNFUNDED STATUS OF THE PLAN".

Unrecognized prior service cost. .. ........
Unrecogmized netloss ..................
Net amount recognized. . ..................

AMOUNT RECOGNIZED IN THE

CONSOLIDATED BALANCE SHEETS

CONSISTS OF:

Accrued benefit liability. .. ... ... ... .1,
Intangible asset.”. .......... e PEI
Accumulated other compreheénsive loss.. ... ..

Net amount recognized .. ..............

-+

Pension Benefits: Pension Benefits . '+ ‘Postretirement
U8 - . Non-U.S. Benefits
September 30, September 30, September 30,
2006 2005 2006 - 2005;: - 2006 2005
" -+ Dollars in miltions
1. " [ »o o .
. L) ) ’ S, o .
$3,082 $3023_ $369 § 30 $561 $ 723
— — " 27 314 — —
4 17 B V4 10 - 4 5
' 165 169 16 14 34 - 39
T @ = 193 —
(132) 68 (15)° 39 (13) - (157
97 Q9% - @ - () (54) (49)
—_ . —_ 21, . (26), — —_
— — — (5) —_ —
$2927 $3,082 $ 395 § 369 § 725 § 561
$2,271  $2,169 % 18 § 18 $ 125 § 143
— ¥)) — — — _
— — —i e = D)
231 2092 — — 12 1_6 )
48 [ A [ I 52 21
(197) (195) (S)' (7) (54) (49)
Rt S I ()
- = _m_ 0 = =
$2353 §2271 § 20 § 18 § 135 § 125
" § (574) ~$: (BI1): $(375) S(351)° $(590)° $(436)
4 - 16 +(2) — <236 59
688 900 29 42 9 10

$ 118 § 105 $(348) S$(309)

$ (574) $.(806) $(375) §(345).

19 . 34 - —
673, . 877 27 36

$(363) $(367)

$(363) 3(367),

$ 118 .8 105 $(348) $(309

$(363) $(367).
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

13.  Benefit Obligations (Continued) ! S .

In fiscal 2006, plan amendments to increase retirement medical benefits for the represented.employees and to
contribute $47 million each year, during calendar years 2007 through 2009, to fund such benefits pursuant to 1he
terms of the Agreement, resulted in a $193 million increase to our postretirement benefit obligation. .

In fiscal 2003, pursuant to the terms of a Share Purchase Agreement between the Company and Tenovis,
the Company assumed a $314 million benefit obligation in connection with the defined benefit pension plans of

In fiscal 2003, the-Company experienced a $157 million net actuarial gain with respect to measurement of
our postretirement benefit obligation. The net gain was primarily due to expected cost savings associated with the
Medicare Part D prescription drug subsidy, based on the final regulations issued by the Centers for Medicare and
Medicaid Services issued on January 21, 2005, and due to changes in assumptions concernmg enrollment In retlree
medical coverage based on current experlence

’

In fiscal 2003, the Company and Lucent Technologies Inc. (“Lucent”) agreed on a final resolution regarding
the asset transfer for the Avaya Inc. Life Insurance Plan (the “Plan”} with respect to the 2000 divestiture of the
Company from Lucent. This agreement resulted in the transfer of $12 million of plan assets from the Plan to the
Lucent Inc. Life Insurance Plan.

The following table provides the accumulated benefit obligation for all defined benefit pensmn plans and
information for pensmn plans with an accumulated benefit obligation in excess ()fplan assets:

US.Plans  Non-U.S.Plans . .-

September 30, September 30
2006 2005 2006 2005

+ « Dollars in mllllons

Accumulated Benefit Obligation forallplans. . .................. $2927 $3,077 $384 - $359

Plans with Accumulated Benefit Obligaﬁon in excess of
plan assets

Projected Benefit Obli ganon .......... P $2,927 $3,082 $ 373_.‘ $369
Accumulated Benefit Obligation . . ........ ... ... ... ... ... 2,927 3,077 . 368 359
Fair Value of PlanAssets ... ................, e T 2,353 2,271 2 18

. ‘ ) . _

Estimated future benefits expected to be paid in each of the next five fiscal years, and in aggregate for the
five fiscal years thereafter, is presented below:

N

Federal

Pension Benefits Presl»)c:lil];tion
. Other Subsidy
U.S. Non-U.S, Benefits Receipts
Deollars in millions
2007, ... e et $ 225 . %10 ‘3 63 §—
2008 . . P 197 13 67 N
2009 . .. e e e 200 15 - 66 !
2000 ... 0 U e 203 17 -. 61 . -1
73 205 19 58 2
20122006 ... e e 1,040 117 266 15




AVAYA INC:
NOTES.TO CONSOLIDATED FINANCIAL STATEMENTS' (Continiied)

13. Benefit Obligations (Continued) L e b R

2 The component$ of the peiision net-périodic benefit cost (credlt) for flscal 2006,-2005 and 2004 afe provided

. in the table below: N O R LTS LA DL IR S SR NTLRTTORY SOt S o
. R IR L R B AN AR Pension Benefits—U. S, Pension Benefits—Non-U.S, .
L vy 2 A S A * Year ended September 30, Year ended September 30,

2006+ 3+ 120055+ 42004 e ., ‘2006 -+_~Qz|ms 1572004 ¥
ai ooy n 8

IS LR 1
i
L

i R Dollars in m:lhons
COMPONENTS OF NET P’ERIODIC BENEF]TH
COST (CREDIT)
Servicecost ......... A, L B 16au $E-1 T B8 16n1 820 2228105 S04
Interestcost ... ... ... e B 1650, riess] 69 v 1707 5t 16 ¥1onwldid il
Expected return on. plan assets. - .u."f‘f.'. ) .v.i.' S (205 217y Q1D A (DT e ()
S5 .06 T e o aae— o yin = |

[ ORI I T R E I 3 B ]

54 . 35 . 150, sty el
STy b T b=, L= (D)

355,10 .8 () $z7),,$23 i 8 3o

AT

] The'components of:the postretirement net periodic benefit cost for fiscal 2006, 2005 and 2004 are provided in'
the table belowﬁp ) St ‘ :

RS IIRTT ORLT I -"n;'.n +« Postretirement Benefits? - *

e

LT Yedrended S-é;iteﬁ:bé?-jﬂ:, ;

NEle SR e AN
o oAy o . 2006 ; 2005 2004

[N S, . o LIS e e L A . . Ry arer e T n
: 4 ) . Do[lars in ml"IOI'IS

'COMPONENTS OF NET PERIODIC BENEFIT COST, (CRED!:P) gr "" A R T
af ‘ ] = ‘u bl Y, “ : e
s 4
]

................. 4
N
339 Ty

](‘gﬁ‘m 4(11‘\){1 L (:g)!

' Expected retum on plan a§sets ST T T %
" Amortization of unrecognized prior sefvice cost. [T L LI I L

Recogmzed net ; actuanal loss (galn) _
Amortlzatlon oftransmon asset. TR, e porese e Bt g % e o e '

4 N hursa s rLawe e Ly a2 e v T o

Netperlodlc beneﬁtcost....‘...d., ...... e i e e e iy S 48,00 S AT 8 4B

B H'\f{ f‘r N t_'”-{a'!‘_{f. Joas ,t'T

vy "a'”‘“ Pinnouto et L et TN PR IR B A T I AL LU AP B U SO S
S R U Ot T VO S P D RO IR A PN U PR PR, RTINS W I O A M TIN
ISR L Lm..-nm’,' P ) T TLE R VR IR R S DI T Ml T v':;.‘"» SLotaanes syt R L
.-;:-‘(:m"_- [ P O VI T Y LU O N FLE S BNT! MFTYLTRT SV S L P T =-'m'3':,’,:'v ] e
LARST PP A DRI L P I ST S AL BT IR Aol Ja L R T PR R T BN O ST TR TI il B V1 IRR B & TY PRSI B
SYLLETE B (LYo S Y I A PR IN T PE SN R L o TR S SYTA, A% HR ' B8 VT (TS TN (T AR PR TN PETINL R AR
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

r

13. Benefit Obligations (Continued) N T
sy ] e weightéd average assumptions used to.determine the,projected benefitobligation and net periOdiC DENCit e it
cost for the pension plans are provided in the table below: N L R
L Rt R A ' Pension Benefits—U.S. Pension Benefits—Non-1.S.
Pty ’ . e o 2006 2005 2004 2006 2005 2004

J Weighted-average assumptions used to-determine .
' Benefit obligations at September 30

DiSCOUNETALE. . .. oot e it ianeaas 5.90%,15,50%(_5?..7{5%. 4.74% 4.24% 5.22%
Rate of compensation INCIEASE. . ... ...oovvvuvevurnnes 400% 4.00% "4.00% 3.03% 3.04% 3.40%

3 ‘!

Weig'hted-:fvérage assumptions used to"determiné net
periodic benefit cost for years ended September 30 o
Discount rate : S 5.50% 5.75% 6.00% 4.24% 4.79% 531%

Expected return on plén BSSES .+ ottt .9.00% 9.00% 9.00% .  4.11% 5.41% - 5.58%
Rate of compensation increase. ........ e e 4.00% 4.00% 4.00% -3.04% 3.03% 329%

The weighted average assumptions used to determine the accumulated postretirement benefit obligation and
net periodic benefit cost for the postretirement plans are provided in the table below: o

Postretirement Benefits

PRI . . . [

= 2006 2005 - 2004

8_ Weighted-average assumptions used to determine

) Benefit obligations at September 30

0@ Discount rate. . .. .. ... R 5.90% 5.50% 5.75%

X Rate of compensation INCTEASE. .. ee e 4.00% 4.00% 4.00%

g Weighted-average assumptions used to determine pet .. = . | . - o .

c periodic benefit cost for years ended September 30° o ' )

< Discount rate. .. ...... e e ©550% O 5T75% 0 6.00%

8' Expected return on plan assets. . .. .......ovioiiiiiiiiiiiiae. 1.00% ‘7..‘2;5%“} '9.'0"0%
9 Rate of compensation i@crpase. e . » e o L 400% 400% 4.00%

The assumptionsrin the above table were reassessed as of September 30, 2006. The wéighted average discount
rate used to determine the benefit obligation was increased from 5.50% to 5.90% for U.S. plans, and from 4:_24% to
4.74% for non-U.S. plans. The discount rate for our U:S. pension and postretirement plans is selected by applying -~
the published rates of an existing yield curve, such as the Citigroup Above Median Pension Discount Curve, to the
expected benefit payment streams to develop a tate at which we believe the benefit obligations could be effectively
settled. We also conducted a study of the expected long-term rate of return on the pension and postretirement plan
assets. This study consisted of forecasting the forward-looking return, risk and correlation for all asset classes.

The forecasted inflation rate, productivity growth rate, dividend payout ratio, and risk premium are examples of
the inputs used to develop the forward-looking return assumptions. The results of the study were applied to the
target asset allocations to determine the expected fong-term rate of return. As a result, the expected rate of return
on the pension plan assets and postretirement plan assets will remain unchanged at 9.0% and 7.0% respectively for

fiscal 2007.
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

13. Benefit Obligations (Continued)

The assumed health care cost trend rates for postretirement benefit plans were as follows:

September 5’,0,
2006 2005
Health care cost trend rate assumed fornext vear . . . ... ... ... . ... . . ... C9.7% 9.7% -
Rate to which the cost trend rate is assumed to decline (ultimate trend ratey.. .. 5.0% 5.0%
Year that the rate reaches the ultlmate_trend Tafe. . . ... e 2011 2011

.

Postretirement healthcare trend rates have a minimal effect on the amounts reported for the postretirement
health care plan. A one-percentage-point increase in the Company’s healthcare cost trend rates would have
increased the postretirement benefit obligation and the service and interest cost components of net periodic benefit
cost by less than $1 million. Conversely, a one-percentage-point decrease would have decreased the postretirement
benefit obligation and lhe service and interest cost components of net pcnodlc benefit cost by less than $1 million.

The weighted- average asset ailocauon of the pens:on and postretlrcment plans by asset category and target
allocanon is as follows . e . . e .

' o Pension Plan : Pension Plan -~ Postretirement
Assets—U.S, Assets—Non-U.S. . Plap Assets .
‘ ' September 30, Long-term Septemher 30, September 30, - Long-tErnl-
Asset Category 2006 2005 ° Target " 2006 2005 2006 - 2005 Target
Equity Securities(l) ....... 49% ! 61%. . _48% 0% . T 0% 69% 1% 70%
Debt Securities . .......... 30% 28% 30% 70% 75% 31% 29% 30%
Other(2). ...\, A% 1% 2% 30%  25% 0% 0% 0%

Total e e 100% 100% 100% 100%  100% 100% 100% 100%

(1) Equity securities in the pension plan mcluded $26 million and $23 mllhon of Avaya common stock as of
September 30, 2006 and 2005, respectively. P

i

(2) Other includes cash/cash equivalents, hedge funds and limited partnerships of various types.

The Company’s asset investment strategy focuses on maintaining a diversified portfolio designed to optimize
returns subject to a prudent level of risk. An asset-liability study i performed every two to three years {or more
frequently, if necessary) for the pension plans, and on an as-necessary bdsis for the postretirement plans, to
determine the optimal asset mix to meet future benefit obligations. The most recent pension asset-liability study
was completed in fiscal 2004, '

The Company uses dérivative financial instruments including futures, options and swaps in support of our
investment strategy, principally to limit or minimize exposure to certain risks, and to increase investment returns.
The use of derivative financial instruments for speculative purposes is prohibited by the Company’s investment

policy.

Savings Plans

Substantially all of the Company’s U.S. employees are eligible to participate in savings plans sponsored by
the Company. The plans allow employees to contribute a portion of their compensation on a pre-tax and after-tax
basis in accordance with specified guidelines. Avaya matches a percentage of employee coniributions up to certain
limits. The Company’s expense related to these savings plans was $50 million, $53 million and $40 millien in
fiscal 2006, 2005 and 2004, respectively.
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

13. Benefit Obligations (Continued) R O N

Effective January 1, 2004, the Company enhanced its savings plans for management employees that increased
the value of the Company’s contribution towards the plans in order to offset in part the freezing of pension benefit
accruals.as described above.

14, . Stock Colnpensation Plans . ; : "

The Cor'npany has a stock compensation plan that provides for the issuance to eligible émpleyces of
nonqualified stock options and restricted siock units representing Avaya common stock. In addition, the Company - -

has a stock purchase plan under Wthl‘l eligible employees have the ablllty to purchase shares of Avaya common
stock at 85% of markel value .

P R |

- Wt . e . oo, Yor

R . e St L Co ey L e

.. Stock optlons are: generally granted with an exercise price equal to or above the market value of a share of
common stock on the date of grant, have a term of 10 years or less and vest within four years from the date of
grant. Most of the stock éptions granted in fiscal 2004 or later have a térm ‘of seven years and vest in three years
As of September 30, 2006, there were 13.3 million stock options authorized for future grants to purchiase Avaya -
common stock under the Company’s stock compensation plan. At the 2004 Annual Meeting of Shareholders, the
Avaya Inc. 2004 Long Term Incentive Plan (the “Plan”) was approved: The Plan became the successor plan to, and
no furlher grants will be made from, the Company’s four previous existing plans: the 2000 Long Term Incentive
Plan, the'2000. Stock Compensation Plan for Non-employee Directors, the Broad Based Stock Option Plan, and the
Long Term lncentlve Plan for Management Employees (the “Existing Plans”). The consolidation of the Exrstmg
Plans into the Plan resulted in an aggregate reductlon in the number of shares ellglble for awards under the ex1stmg

wit
plans

“In connection with certain of the Company’s acquisitions, outstanding stock options held by employees
of acquired companies became exercisable for Avaya’s common stock, according to their terms, effective at the
acqursmon date. The fair value of these opt10ns was mc]uded as part of the purchase prlce '

The Company considers several faetors in calculatmg the intrinsic value of share based awards based on the
lattice-binomial model. The Company calculates expected volatility based on implied and historical volatlllty of the
Company’s common stock and other faétors. The risk-free intérest rate assumption is baséd upon-observed interest
rates appropriate for:the term of the Company’s employee stock options. The dividend yield assumption is based

on the,Company’s.intent not to issue a’ dividend under its dividend policy, The expected holding period assumption .

was estimated based on the Company’s historical experience. . ' o o e,

‘Share-based compensation expense recogmzed in the Consolidated: Statements of Income for fiscal 2006 is
based on awards ultimately expected to vest, reduced for estimated forfeitures. SFAS 123(R) requires forfeitures
to be estimated at the time.of grant and revised, if necessary, in subsequent periods if actual forfeitures differ
from those estimates. Forfeitures were estimated based on the Company’s historical experience. In the Company’s.
pro forma information required under SFAS 123 for the periods prior to fiscal 2006, the Company. accounted for
forfeitures as they occurred. -

[11-86




AVAYA INC,
NOTES TO CONSOLIDATED:-FINANCIAL STATEMENTS (Continued)

14. Stock Compensation Plans (Continued) e S

= The fair value of each stock option grant made during fiscal 2006 was estimated on the grant-date using the
lattice-binomial model with the following weighted average assumptions: ..z, .

\ ’ ;I ..:{.t,. . . f . . 7 -;‘ | ‘. - l: . ' ‘ ‘ \earendedSeptemberSO
L e e : S oo, 2006 2008 2004,

WEIGHTED AVERAGE ASSUMPTIONS: .

Dividendyield. ........cooovrri 0.0% 00% - 0.0%

Expected volatility. ... . ... e e e e L S81%. 648% L 73.6%
. Risk-free interest rate ..., . TS o RO - .:."."‘ 4.5% 32%  26%

Expected holding period (in years). L TEY T RUTRRRVETEPPEPERS .35 .0 30 30

P - R . e o T

The followmg table summarizes mformatlon concerning options outstanding including. the rclated' Cl et
transactions for fiscal 2006, 2005 and 2004:

’.-I."c.k‘n. " - L ' Share Weighted Average

- - - ) {000’s) ] Exercise Price

OPT[ONS OUTSTANDING AS OF SEPTEMBER 30,2003 . ............. '51,702 - $ 12.44 "
GRANted. L. LSS 10,230 13.72
Exercised ... ........ PRI U S o (9,206 843 .
Forfeited and-Expired. . . . .. e R e (4186) 13.89 °

OI;'TIONS OUTSTANDING AS OF SEPTEMBER 30,2004 ... .. Ll 48,540 ~ 7 13357

CGranted. ... Y R .3 1490

VExercised . ... R (4,421) T 7.84 7.
 Forfeited and Expired. . ... ....... .. ST N 21/ %) BN L A

OPT]ONS OUTSTANDING AS OF SEPTEMBER 30, 2005 .............. 48,525 |3 95 )
Granted ....... e e 6,503 1085
DEXOICISEd .t L (3338) 425
Forfe1ted and Exp:red ................................... e e (2,759) T 15.57 .

OPTIONS OUTSTANDING AS OF SEPTEMBER 30, 2006 . . . . .. . C 489317 0 sia10”

_ The welghted average grant date fair value of optlons granted durmg fiscal 2006 was $4 57 per share. The
total intrinsic value under the lattlce-blnqmlql model ascribed to the optmns exercused durmg fiscal 2006 was $"4
mllhon v

. . o .
o : N

The following table summarizes the status of the Company ] stock opuons as of September 30 2006:

K

Stock Options Outstanding ) : e Slock Opllons Exerclsable

o .t Average Weighted ’ N Weighted Aggregate
I O L . * .7 . Remaining . Average - . Aggregate ° -, . . Average . lntrmsw
T Lo +Shares  Contractual - Exercise Intrinste Shares, . Exercise ,;: Value v

Range of Exercise Prices ) . (000°s)  Life (Years) Price Value (000°s)  (000%) Prlce ~(000%) -
$001t08639............... 7,130 293 ‘ $ 425 $51,977 6,884 § 4.30 $49,861
$640t0$11 18......7 ........ oo 7,361 584 10.51 L 7,56}; 1,126 . 955 . 2,235
SILIStoSIA8Y .77 ..., o33 4l 1318 o 179 8758 L3270 e
$14.85to $15. 89.. ... ... 13 064 405 1490 — 13 004 "14.90° —
$1590t0 85121 ...l 12,041 3.50 21.99 — 12,041 21.99 —
Total ................... 48,931 $14.10 $59,718 41,873 $14.71 $52.260
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

14. Stock Compensation Plans (Continued) r R

The aggregate intrinsic value in the preceding table represents the total pre-tax intrinsic value, based on the
Company’s average stock price as of September 30, 2006, which would have been received by the option holders®

had,_allopnon.holders‘exermsedutherrropuon‘f“s:l’“ fathat‘fdat“Th'dt' BIMumbeRo i ATl moneyTopt 10n5'crrcrm5abfe_—“——*"

Sy

as’of SEptéimber 30, 2006 was approximately eight million. The weighted average remaining contractual life as of
September 30, 2006 for outstanding and excrcisable options is 4.04 and 3.69 years, respectively.

- . v

Restricted Stock Units

The Company’s stock compensation plan permits the granting of restricted stock units (“RSU’ ") to eligible
employees and non-employee Directors at fair market value at the grant-date. RSU’s typically become fully vested
over a four-year period and are payable in shares of the Company’s common stock upon vesting. " ‘

5hihe following table summarizes information concerning shares of common stock represented by RSU’s

Wﬂghted Aw.rage

Shares Grant-Date
~'Nonvestéd Sharesv ) : '-'«{ . - {000’s) Fair Value
Nonvested shares at September 30,2003, ..., e 8,336 $ 658
GEANTEA .« o o o e e e e e e e e e e e - 582 13.91
Vested..ooonn WP [ U (6,511) 7.11

T " ’i;#; ........................................... (219) 11.74
Nonvested shares at Sdptember 30,2004.......... T R RRTER 2,188 ' 7.05
.............................................. e 2420 14.82

C Vested L U D (714) 5.41
FOMBItEA  « o o o e e e e (186) 14.10
Nonvested shares at September 30, 2003 3,708 12:08
Gramted . o o o e e e e e e 2,858 ' -1.0175
Vested ... .ooveeanninn, PR e e (834) - U504
FOTFEIted - . o oo oo e e e (413) 1252
Nonvested shares at September 30,2006 ... .....oovvveiiiineieeeeeiea. 5,319 " $12.44

As of September 30, 2006, there was appr0x1mately $36 million of total unrecogmzed compensatlon cost
related to nonvested share- based compensation arrangements granted under the Plan. That cost is expected to be
recognized over a weighted average period of four years. Compensation expense related to RSU’s was $13 l’l'll“lOl’l
$10 million and $15 million for fiscal 2006, 2005 and 2004, respectlvely

Performance Based Restrlcted Stock Umts

Performance-based RSU’s vest upon the achlevement of certain targets and are payable in shares of the
Company’s common stock upon vesting, typicaily over a three-year period. The fair value is based on the market
price of the Company s common stock on the grani-date and assumes that the target payout level will be achicved.

Compensation cost is adjusted for subsequent changes in the expected outcome of performance-related conditions -

until the vesting date. : S

On December 15, 2005, the Compensation Committee of tpe Board of Directors approved awards of 350,000

performance-vesting RSU’s to exccutive officers of the Company pursuant to the terms of the Plan.
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

14. Stock Compensation Plans (Continued)
Employee Stock Purchase Plan

Under the terms of the Company’s employee stock purchase plan, eligible employees may have up to 10% of |
eligible compensation deducted from their pay to purchase Avaya common stock. The Avaya Inc. Employee Stock.

Purchase-Plan (“2003 ESPP”) became effective January 1, 2003 and currently expires on July 31, 2009.
Under the 2003 ESPP, the per share purchase price is 85% of the average high and low per share trading \

price of Avaya’s common stock on the New York Stock Exchange on the last trading day of each month. During
fiscal 2006, 2005 and 2004, 1.4 million, 1.4 million and 1.1 million sharcs were purchased under the 2003 ESPP at

weighted average prices of §9.29, $10.11 and $12.03, respectively.

]S Operatmg Segments

"The Company reports its operatlons in two segments—Global Communications Solutions and Avaya Global
Services. The GCS segment develops, markets and sells communications systems including [P telephony
systems, multi-media contact center infrastfucture and converged applications in support of customer relationship
management, unified communications applications, appliances such as [P telephone sets and traditional voice
communications systems. The AGS segment develops, markets and sells comprehensive end-to-end global service |
offerings that enable customers to plan, design, implement, monitor and manage their converged communications
networks worldwide.

The GCS segment includes the portion of the rental and managed services revenue attributed to the” |
equipment used in connection with the customer rental and managed services contracts. The portion of these
contracts attributed to maintenance and other services is included in the AGS segment.

The segments are managed as two individual businesses and, as a result, include certain allocated costs and_ -
expenses of shared scrvices, such as information technology, human resources, legal and finance (collectively,
“corporate overhead expenses”). At the beginning of each fiscal year, the amount of certain corporate overhead
expenses, including targeted annual incentive awards, to be charged to operating segments is determined and fixed

? foriglaﬁl;ﬂre year The annual.incentive award accrual is adjusted quarterly based on actual year to date results
_.and thoscestimatcdffordthe remamder of lhe‘year fLhis ad]ustment of the annual incentive award acerual, as well as
anyother overfunder, absorpnon overhead expenses against plan is recorded within Corporate/Other
Unallocated Amounts. Rcstructurmg and--lmpalrmem' chargcs are also recorded Land reportecl wnthm Corporate/
Other Unallocated Amounts. W e

)
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AVAYA'INC.

NOTES - TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

15. Operating Segments (Continued)

-Repartable Segments. . A e e
Summarized financial information relating to the Company’s reportable segments is shown in the following
table: - [ et S S : t
' R it * . . [ Vo
Reportable Segments
' o ' : - : ‘ - : Corporate/
o Lo, . f Y T . Global . . Avaya Other
. e - -Communications . - Global . Unallecated
’ . Solutions ~ Services Amounts, " “Total
Dollars in millions

2006
Revenuc . .........- P T $2.786 %2362 58 — $5,148
Operating income (loss). . . . . PR e 197 N V| (105) 263
Capital expenditures(l) . -....0 .. L L 41 27 49 117
Depreciation and amortization(1) ......... AN ' 171 ' 94 4 " 269
Interest expense(2). ... 0. . .. b L e et — — 3 3
Provision for income taxes(2)::w . L 0y, i S - — 83 ' 83
Restructuring charges .. ... .. S RCE TR A — e — 104 - 104
Asscts: e

Inventory ... T 128 157 — 285

Goodwill. 1. ..o L. 658 o283 — 941

Corporate assets(2). ... ... WV Tl — ' — 3,974 - 3974
Total @SSCIS. . . oot eeeeeeanniiiee $ 786 ' § 440 $3,974 - $5200
2005 | AR : VT e
Revenue........... v P S $2,572 $2330 - § — $4,502
Operating income ............. LN : 57 't 166 75 - 298
Capital expenditures(l) .. . Lo aa 12 5 130 - 147
Depreciation and amortization(l) . ... ;..o 169 98 . 5 272
Interest expense(2).......c. oo e S : — . .19 19
Benefit from income taxes(2) .: . ..... oo T . — (676) . (676)
Restructuring charges. ... ..o v e it e et w— L ey 22 22
Assets: : Vi

Inventory ........ ..o s 162 126 — 288

Goodwill, . ....... .. .. 642 272 — 914

Corporate assets{2). . ... ovvvirveir e — — 4,017 4,017
TOtAl ASSEIS. « + e v vttt e e $ 804 $ 398 $4,017 $5,219
2004
REVEIUE « « o v ot ettt e et et ettt e $2,044 $2,021 $ 4 $4,069
Operating income .. ..........ovveieenronennn. 71 249 3 323
Capital expenditures(l) .. .............. ... ..., 7 6 68 81
Depreciation and amortization{l) . .. .............. 89 52 6 147
Interestexpense(2). . ........ooviii it — — 66 66
Benefit from incometaxes(2) .......... ... ....... — — (49) (49)
Assels:

INVEMIOTY . aeaaa e 97 142 —_ 239

Goodwill, ... 187 70 — 257

Corporate assets(2). ..o oot iaiiii e — — 3,663 3,663
Total @SSetS. ..ottt $ 284 $ 212 $3,663 $4,159
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] . e K PEEEI L

() M'anagement does not allocate to the segments certain capital expenditures that are not direétlymanaged by .-
or identified with the reportable segments and, as such, has reported these amounts.in the other-unallocated

category. However, the associated depreciation and amorttzatlon expens | has been allocated to cach segment

: A,
smce these amounts are mcluded in each segmem $ results for purposes of evaluanng performance The
merease 1n unallocated capltal expendltures relates prrrnarlly to acqms:trons

. R T T
(2) lnterest expense, Provision for (beneﬁt from) income.taxes and Restructuring charges are managed at °
+ . acorpotate level by senior management of the company and not at-a segment level, These are therefore = <.
-} disclosed in the Corporate / Other Unallocated 'Amounts column. Corporate assets consist primarily of cash-i
1; “and cash,equivalents, deferred income taxes, and property, plant and equipment..Corporate assets are included:
- in Corporate / Other Unallocated Amounts since they are managed at a corporate level and are not identified »
with the segments. P T A L e et

o . [ £ TP IR LA R A | T W
Geographic Information fre : b

Financial information relatmg to the Company’s revenue by geographic area is as follows: *

PR PN [ T

' . L AT S . External Revenuc(l) e Long-Lwed Assets(Z) .
P -.rt. weomr o IR S T YearendedSeptemberSl) R September30 '
PV T R S A
o ¥ ‘r ' L:‘“..,; . 1; ,. ‘ ' '; ‘ ,.:I o :' . Dollarsmmllllons ] _. '
U S e e $2994 $2, 908 $3089 $390 , -,$453 .,
Outside the U.S: oL . e . O iy
Germany . ....... SN AU ST e Tas 0 200 14
EMEA (excluding Germany)——Europe/ . o B '_r )
, Middle EastfAfrica,.........0.............l 765 696 493 45 1 C 5
APAC——ASlaPamﬁc..."....',.'....'.'__'_.'._‘..'.....,.'..'.:..","_ 383 336 2267 18 T 14
Amencas non- US ....... ' .”_:'. e . L o 273;:' He 238, B 216 !' 6 . 5
Total outsuietheUS...‘...__.'.'..'. ..... P i 2154 1,994 980 269 .- 285
Tota!.._r ........ I p e .- SO ': $5 148‘ $4,902 $4069. 8668 - ' $738
LR . ) e s R i . "‘ Ly Lo l",.' . A . ,
(1) ! 'Revenue'is’ attrlbuted to geographlc areas based on thelocation of customers: " - ot
S R N A T B AL LR IOt P oo . i

{(2) Represents property, plant and eqmpment net.

[ * P LI
16. Re]ated Party Transactlons
=y,

In August and September 2005 the Warburg Entltles dlstrrbutcd to thetr partners an aggregate of 24 999 988,
shares of the Company s common stock, accordmg to Schedules 13D/A ﬁled w1th the SEC on August 4, 2005 Do
and September 2, 2005, respectlvely (see Note 10, “Warrants to Purchase Common Stock and Other Equlty '
Transactlons”) .

Cae o H

* 'In October 2005, 5,379,732 warrants held by the Warburg Entltles exptred pursuant 10 then‘ terms. Alsoin ' ©
October2005, the. Warburg Entities (i) exercised the remaining warrants held by them, resulting in-their acquisition
of 5,236/861-sharés of common stock and-(ii) advised the Company that they had distributed to their partners
an aggregate’of 15,299,993 shares of common stock. On Septembér'19, 2006 the Warburg Entmes advised the

e L o vy [ N
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

16. Related Party Transactions (Continued)

Company that they sold 156,529 sharcs of our common stock in the open market. As a result of the foregoing, as of
' October 2, 2006, the Warburg Entities ceased owning any shares of our common stock, based upon public filings
and information provided to us by these entities. :

As previously disclosed, in 2004, Gyro Graphic Communications, Inc. and its affiliates (“Gyro™) were
selected to provide certain services regarding marketing events and demand generation activities related to the
launch of various Avaya products. Avaya continued to obtain services from Gyro for similar events and activities

~ during 2006. Garry K- McGuire, Jr,, the President of Gyro USA, a division of Gyro, is the son of Garry K.
McGuire, Avaya’s Chief Financial Officer. In June 2005, Daniel Peterson, the son of Avaya’s former Chairman and
Chief Executive Officer, Donald K. Peterson, became employed by Gyro. During fiscal 2006, 2005 and 2004, the
Company paid Gyro $5.5 million,'$4.6 million and $1.3 million, respectively, for its scrvices. The terms, including
pricing, on which Avaya-did business with Gyro duringfiscal 2006 were compatible overall with those on which

Avaya obtained similar services from other vendors

17. Commitments and Contingencies , .

Legal Proceedings , .

in the ordinary course of business the Company is involved in litigations, claims, government inquiries,
investigations, charges and proceedings, including, but not limited to, those identified below relating to intellectual
property, commercial, securities, employment, employee benefits, environmental and regulatory matters. Other
than as described below, the Company believes there is no litigation pending against the Company that could have, .
individually or in the aggregate, a material adverse effect on the Company’s financial position, results of operations
or cash flows. ' '

contingency when it is both probable that a liability has been incurred and the amount of the'loss can be reasonably
estimated. If a range of liability is probable and estimable and some amount within the range appears to be a

better estimate than any other amount within the range, the Company accrues that amount. If a range of liability

is probable and estimable and no amount within the range appears to be a better estimate than any other amount
within the range, the Company accrues the minimum of such probable range. Often these issues are subject to -
substantial uncertainties and, therefore, the probability of loss and an estimation of damages are difficult to |
ascertain. These assessments can involve a series of complex judgments about future events and can rely heavily
on estimates and assumptions that have been deemed reasonable by management. Although the Company believes
it has substantial defenses in these matters, it could in the future incur judgments or enter into settlements of claims
that could have a material adverse effect on the results of operations in any particular period.

I
!
In accordance with SFAS No. 3, “Accounting for Contingencies,” the Company records an accrual for a I

Comumissions Arbitration Demand

In July 2002, Communications Development Corporation (“CDC), a British Virgin Islands corporation,
made formal demand for arbitration for alleged unpaid commissions in an amount in excess of $10 million, '
stemming from the sale of products from Avaya’s businesses that were formerly owned by Lucent involving
the Ministry of Russian Railways. In April 2003, CDC initiated the arbitration before the American Arbitration
Association. The plaintiff alleges that as a result of agreements entered into between the plaintiff and the Company,
it is owed commissions on sales by the Company to the Ministry of Russian Railways on a continuing basis. The
Company belicves that the agreements relating to the plaintiff’s claim have expired or do not apply to the products
in question. As the sales of products continue, CDC may likely increase its commission demand. An arbitration
hearing originally commenced in December 2003 concluded in July 2006. The parties have submitted their
respective briefs to the panel and a decision may be issued in late calendar 2006 or early 2007.
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17. Commitments and Contingencies (Continued) o e T R

As the arbitration panel has not issued its decision, an outcome cannot be predicted and, as a result, we-cannot
determitie if this matter will have an‘effect on our business or, if it does, whether its outcome will have a material

_adverse effect on its financial position, results of operations or cash flows. Due to the uncertainty surrounding the -
issucs-involved in this matter and based on 'the facts and circumstances known to date, the Company beheves that .
an estimate of any loss that may be incurred cannot be made at this time.« . . C e

-

Securities ngatton

. . . i [ by
In April and May of 2005, purported class action lawsuits:were flled in the U.S. District Court for the District
of New Jersey against us and certain of our officers, alleging violations of the federal securities laws. The actions - *

purport to be filed on behalf of purchasers of our commen stock during the period from October 5, 2004 (the date -
ofour signiing of the agreement toracquire Tenovis) through April 19,2005, - "

" The complamts which are substanttally stmrlar to. one another, allege among other thmgs that the plamtrffs
were m_]ured by reason of certam allegedly false and mrsleadlng statements made by us relatmg to the cost of the
in the demand for our products in the U.S., and that based on 1 the foregoing we had no basis to project our stated
revenug goals for ﬁscal 2005. The Company has been served with a number of these complamts No class has l
been certrfled in the actions. The complaints seek compensatory damages plus mterest and attorneys’ fees. In )
August 2005 the court entered an order 1dent1fy1ng alead plaintiff ; and lead plamtrffs counsel. A consohdated
amended complaint was filed in October 2005. Pursuant {o a schedulmg order 1ssue by the District Court
defendants filed their motion to dismiss the ¢onsolidated complamt in December 2005, In September 2006,
the District Court granted defendants’ motion to dismiss the case in its entirety and with prejudice, which was |
appealed by the plamtrffs The appeal 18 currently pendmg with the United States Court of Appeals for the Third

Circuit, * ¢ ., /t

+ EEE T . v « 1
' . R BRI . 2R T

Derwattvenganon et A e T

In May and July of 2005 three der1vat1ve complamts were f1led agamst certam officers and the members ‘of
the Board of Directors (“Board”) of the Company Two complarnts were filed in the United States Dlstnct Court
for the District of New Jersey, and one was filed in the Superior Court of New Jersey-—Somerset County. The ™
allegations in each of the complamts are substantlally similar and include the Company as a nominal defendant.

The complaints allege, among other things, that defendants violated their f1duc1ary duties by, fallmg to disclose
material information and/or by misleading the investing pubhc about the Company’s business, asserting claims
substantially 51m|lar to those asserted in the actrons described above under “Securltres Lrtlgatron The complaints
seek contribution from the defendants to the Company for alleged v1olatlons of the secuntres laws, restrtutlon to the '
Company and dnsgorgement of prof1ts earncd by defendants, and fees and costs, )

. i

Whrle the parties have agreed to stay these matters pending outcome of the motion to dismiss, descrlbed
in “Securmes Litlgatlon above these actions are sfill in the early stages of lltlgatlon and an outcome cannot be
predlcted and, as a result we cannot be assured that these cases wrll not have a materral adverse effect on our
financial posmon results of operatrons or cash flows v

(A L. [ L L

ERISA Class Action—Securities Litigation

In July 2003, a purported class action lawsuit was filed 1n the United States District Court for the District -
of New Jersey against the Company and certain of its officers, employees and members of the Board of Directors
(the “Directors™), alleging v1olat|ons of certain laws under the Employee Retirement Income Securtty Actof
1974 (“ERISA™). On October 17 2005 an amended purported elass actlon was f1led agamst us and certam of
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our officers, employees and Directors. Like the initial complaint, the amended complaint purports to be filed on
behalf of all participants and beneficiaries of the Avaya Inc..Savings Plan, the Avaya Inc. Savings Plan for Salaried
Employees and the Avaya Inc. Savings Plan for the Variable Workforce (collectively, the “Plans™), during the
period from October 5, 2004 through July 20, 2005. It contains. factual allegations substannally similar to those
asserted in the matters under the heading of “Securities Litigation.” .~ « . .' :

The_complaint alleged, among other things, that the named defendants breached their fiducrary duties
owed to participants and beneficiaries of the Plans and failed to act in the interests of the Plans’ ‘participants
and beneficiaries in offering Avaya common,stock as an investment option, purchasing Avaya common stock
for the Plans'and communicating information to the Plans’ participants and beneficiaries. The complaint sought: .

a monetary payment to the plans to make them-whole for the alleged breaches,.costs and attorneys’ fees. The .. .-~

Defendants filed a motion to dismiss the amended complaint in December 2005. In an order and opinion dated
Aprtl 24, 2006 the District Court judge granted the Defendant’s motion and dismissed the amended complaint in
its entirety. In May 2006, the plaintiffs filed a Notice of Appeal ! with the, United States Court of Appeals for the
Third Circuit. The parttes have completed thelr respective briefing submissions to the ¢ourt'and are awamng a
notice asto whether the court will entertain oral argument. Although the defendants believe that the District Court
correctly dec1ded the'motion to dismiss, given the uncertamtles of the appeal, at this time the Company cannot
determitie if this matter will have an effect on, its business or, 1f it does, whether its outcome will have a material
adverse effect on 1ts ﬁnancral posmon results of operauons or cash flows. Due' to the uncertamty surroundmg the |
1ssues 1nvolved in thls méiter and based on the facts and c1rcumstances known to date the Company beheves that
an esumate of any loss that may be mcurred cannot be made at thts ttme

<

- NERY

ERISAClassActran—StockFund.s R e co e )

In Aprll 2006 a purported class action was filed in thc Umted States Dlstnct Court for the District of
New Jersey, alleging that the Company, certain employees and the Pension and Employee Benefits Investment
Committee violated the Employee Retirement Income Security Act of 1974 (“ERISA”), by including in the =
Avaya Inc. Savings Plan for Salaried Employees the Avaya Inc. Savings Plan and the Avaya Inc. Savings Plan,
for the Variable Workforce (“Plans”), investment opt1ons for the Lucent Technologtes Inc. Stock Fund (“Lucent,
Fund”) and the Avaya Inc. Stock Fund (“Avaya Fund”) ‘for the period of October 2000 to April 2003 (“Alleged
Class, Perlod”) The complaint asserts, among other thmgs that durmg the Alleged Class Period defendants
breached iheir f1duc1ary duties under ERlSA by vnolatmg ERISA’S provisions against prohtblted transacnons .
offering the Lucent Fund and Avaya Fund 1mprudent1y as investment options; failing properly to monitor the funds;
and, failing properly to monitor the actions of other plan fiduciaries, thus causing the Plans to suffer damages.
The complaint seeks monetary relief on behalf ‘of the Plans and its participants, and also secks injunctive relief
and costs, including attorneys’ fees. Defendants have filed a motion to dismiss this case in its entitety and with

prejudice, and that motion is currently pendmg with the District Court.

This matter is in the early stages of lmgatlon and an outcome cannot be predtcted and, as a result, we cannot
be assured that this case 'will not have'a matenal advérse effect on our findicial posmon results of operatlons
or cash flows. Due to the uncertainty surrounding the issues involved i in thls rnatter and based on the factsand’
circumstances known to date, the Company believes that an estimaté of any loss that may be incurred cafinot be
made at this time.

G Vo, e uteh \

Am.-rruleawsmr T R TR TR . T S

'In July 2005 Umted Asset Coverage, Tnc: (“UAC“) l' led a vertﬁed complalnt agamst the Company in the )
United States Dtstnct Court Northern DlStI‘lCt of lllmms allegmg, among other things, vrolanons of federal and
state antitrust Iaws 'in the manner in which the Company seeks to protect its proprictary information. Thé verified
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complaint sought a temporary restraining order againstthe Company to-enjoin immediately:its practice of limiting
the use of its proprietary information in.a manner which UAC:believes is in.violation of its.contracts and licensing
agreements. The court denied UAC’s motion for temporary restraints in August 2005 as well as its motion for ...
preliminary imjunction in January 2006. The' plamtlff however; has conttnued to pursue this action,and, asa v

result, drscoverytsongomg Y S A AR oo L

Even though Avaya preva1led in the preltmmary 1njunct|on proceedmg, an outeome in this matter cannot
be predicted at this time, and we cannot be assured that this case.will not have a material adverse effect. on our
financial position, results of operations or cash flows. Due to.the uncertainty surrounding the issues involved.in &
this matter and based on the facts and circumstances knownito date, the Company believes that an estimate of any.

loss that may be incurred cannot be made atthistime o« < v Ll oL U g
' RN TN ' N ! o BEEEIPETE L AU R B e ot
Other Matters .
[ M & e R S PR Tyt B Vi'}.;gl—".'l P S
I 1 i te, b2 r LIV ! v -
Governmem Subpoenas

: S N R S e e e
On April 29, 2005, the Company received a subpoena to produce doeuments before:a grand jury of the Untted
States District Court, District of South Carolina; relating to the United States’ investigation of potential antitrust ..
and other violations in connection with the federal E-Rate Program. The subpoena requests records from the.
period January 1, 1997 to the present. The Company complied with the subpoena and has received no indication
* from the Department of Justice that it has any fuirther obltgattons or mvolvement In thts matter Nonetheless at this
time, we cannot determine if th]S matter will have an effect on our, busmess or tf tt does whether 1ts outcome ‘will
have a matertal adverse éffect e on our fi nanclal posmon results of operattons or cash flows ‘ ', D

On May 3, 2005, the Company received a subpoena from the Office of [nspectar General U S..General - ..
Services Administration; relating to a federal investigation of billing by thé Company for-telecommunications
cquipment and maintenance services. The subpoena requests records from the period January 1, 1990 to the .
present. At this.time, we cannot determine if this-matter will have an effect on our business or; if it does, whether: +
s outcome will have a material adverse-effect on our finaneial position resultsfof operations or cash-flows. * .o

P R

The Company is cooperatmg with the relevant government entmes w1th respect to these subpoenas Based on
the facts and circumstances known to date, thé Company believes that an &stiniate of any loss that’ tnay be incurred

with respect to these subpoenas cannot be made at this time. o e f g
. L SAC RIS AN TPl R P PP

v

Environmental, Health and Safety Matters . ot at vt "t.‘- P A BRI I

. The COmpany is subject toa WIde range of g p,overnmental requ1rements relatmg 0 employee safety and health
and to the handltng and em1551on into the envrronment of vartous substanees used in its operatlons The Cempan),:i
1S subject to certain provisions of envrronmental Iaws parttcularly in 'the Umted; States and Germany, governing
the cleanup of soil and groundwater eontammatton Such piovisions tmpose ltabtlrty for the costs of mvestrgalmg
and remedlatmg releasés of hazardou$ materials at eurrently ar formerly owned or operated Sttes In certain
circumstances, this liability may also include the cost of cleamng up historical contamtnatton whether or not caused
by the Company: The,Company is currently conducting investigation and/or cleanup of known contamination at nine
of its current or former facilities either voluntarily or pursuant to government directives. Based on currently available
information, none of the sites is rea.sonably likely to generate envirgnmental costs that thl be mdtvtduallx matertal
nor will environmental costs for all sites in the aggregate be material in any ftscal year., There are no known thtrd
parties who may be responsible for investigation and/or cleanup at these sites and therefore for purposes of assessing
the adequacy of accruals for these liabilities, the Company has not assumed that it will recover amdunts from 3 any
third party, including under any insurance coverage or indemnification arrangement.
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It is often difficuit to estimate the future impact of environmental matters, including potential liabilities.
The Company has established financial reserves to cover environmental liabilities where they are probable and
reasonably estimable. Reserves for estimated losses from environmental matters are undiscounted and consist
primarily of estimated remediation and monitoring costs and are, depending on the site, based primarily upon
internal or third party environmental studies and the extent of contamination and the type of required cleanup. The
Company is not aware of, and has not included in reserves any provision for, unasserted environmental claims.

-

The reliability and precision of estimates of the Company’s environmental costs may be affected by a
variety of factors, including whether the remediation treatment will be effective, contamination sources have been

accurately identified and assumptions regarding the movement of contaminants are accurate. In addition, estimates

of environmental costs may be affected by changes in law and regulation, including the willingness of regulatory
authorities to conclude that remediation and/or monitoring performed by the Company is adequate.

The Company assesses the adequacy of environmental reserves on a quarterly basis. The Compary does’
not expect the outcome of these matters to have a material impact on its financial position. Expenditures for
environmental matters for fiscal 2006, 2005 and 2004 were not material to the Company’s financial position,
results of operations or cash flows. Payment for the environmental costs covered by the reserves may be made
over a 30-year period. Although the Company does not separately track recurring costs of managing hazardous
substances and pollutants in ongoing operations, it does not believe them to be material

We also may from time fo time be subject to various state, federal and international laws and regulatlons
governing the environment, including those restricting the presence of certain substances in electronic products
and making producers of those products f1nanc1a]]y responsible for the collection, treatment, recycling and dlsposa]
of certain products. For example the EU has adopted the RoHS and WEEE directives. RoHS prohibits the use
of certain substances, including mercury and lead, in certain products put on the.market after July 1, 2006. The
WEEE directive obligates parties that place electrical and electronic equipment onto the market in the EU to puta
clearly identifiable mark on the equipment, register with and report to EU member countries regarding distribution

_of the equipment, and provide a mechanism to take back and properly dispose of the.equipment..Each EU member
country has enacted, or is expected soon to enact, legislation clarifying what is and what is not covercd by the
WEEE directive in that country. We believe that we have met the requirements of the RoHS and WEEE directives.
Slmrlar laws and regulatlons have been or may be enacted i in other regions.

Product Warranties

The Company recognizes a liability for the estimated costs that may be incurred to remedy certain 3
deficiencies of quality or performance of the Company’s products. These product warranties extend over a
specified penod of time generally ranglng up to.two years from the date of sale depending upon the product subject
to the warranty The Company accrues a prowsmn for estimated future warranty costs based upon the historical
relatronshlp of warranty claims to sales The Company penodlcally reviews the adequacy of its product warranties
and adjusts, if necessary, the warranty percemage and accrued warranty reserve, which is included in other current
liabilities in the Consohdated Balance Sheets for actual experience.

L3

Ve . - : . " Dollars in millions

- Balance as of Septembet 30,2005 ... .............. U . L $ 30
Reductions for payments and ‘costs to satisfy claims. ... ... AT e t (46)
Accruals for warranties issued during the period . ..............0 e .. 45

'Balanceasof_September?,_Q,fZO%.....I...:.............ﬁ;.._ ...... . 829
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Guarantees-of Indebtedness and Other Off-Balance Sheet Arrangements ‘ '
Letters of Credit - . ;

Thé Company has entered into uncommitted credit facilities that vary in term totaling $129 million as of
September 30, 2006, for the purpose of obtaining third party ﬁnancnal guarantees such as letters of credit which
cnsure the Company s performaice or payment to third parties. Addluonally, the Company has a $400 million
committed credit facility, which is discussed in Note 8, “Capital Lease Obhganons and Long -Térm Debt.” As of
September 30, 2006, the Company had oulslandmg an aggregate of $108 million in lrrevocable letters of credit
under the committed and uncommitted credit facilities (including $35 million under its $400 million committed””
credit facility),

Surety Bonds e

The Company arranges for the issuance of various types of surety bonds, such as license, permit, bid and
performance bonds, which are agrecments under which the surety company guarantees that the Company will
perform in accordance 'with contractual or legal obligations. These bonds vary in duration although most are issied
and outstanding from six months to three years. These bonds are backed by $6 million of our letters of credit. If
the Company fails to perform under its obligations, the maximum potentlal payment under these surety bonds is
$26 million as of September 30, 2006, Historically, no surety borids have been drawn upon. , 1 _
Purchase Commitments and Termination Fees

The Company purchases components from a vartety of suppliers and uses several contract manufacturers
to provide manufacturing services for its products. During the normal course of business, in order to manage
manufacturing lead times and to help assure adequate component supply, the Company enters into agreements '
with contract manufacturers and suppliers that allow thent to produceé’and procure mventory based upon forecasted
requiréments provided by the Company. If the Company does not meet these specified purchase cOmmitments, it
could be required to purchase the mvemory, or in the case of certain agreements, pay an early termination fee. As
of September 30, 2006, the maximum potential payment under these commitments was approximately $197 million.
Historically, the Company has not been requnred to pay a charge for not meeting its d351g,nated purchase commitments
with these suppliers.. " , .

The' Company’s outsourcing agreement with its most significant contract manufacturer wes extended and
now expires in Novcmber 2007. All manufacturmg of the Company s products is performed in accordance with
detailed specifications and product designs furnished by the Company and is subject to rlgorous quality comrol
standards

¥

Product F mancmg Arrangemenr.s

- Ther Company sells products to various resellerq that may obtam flnancmg from certain unaffiliated third
party lending. institutions. . . )

In March 2001, the Company entered into a product financing érrangement with one U.S. reseller which
expired during fiscal 2005. Accordingly, Avaya is no longer obligated to repurchase inventory previously sold to
this reseller in the event the lending institution, which financed the transaction, repossesses the reseller’s inventory
of the Company’s products.
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AVAYA INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

17. Commitments and Contingencies (Continued) ‘ ColE -

For the Company’s product financing arrangement with resellers outside’the U.S., in the event participating -
resellers defauit on their payment obligations to the lending institution, the Company is obligated under certain
circumstances to guarantee repayment to the lending institution. The repayment amount fluctuates withthe -~ '

level of product financing activity. The guarantee repayment amount reported to the Company from the lendmg

institution was approximately $5 mllllon as of September 30, 20006. The Company reviews and sets the maxrmum .

credit limit for each reseller part1c1patmg in this flnancmg arrangement H1stortcally, there have not been any ‘

guarantee r epayments by the Company The estimated fatr value of this guarantee as of September 30 2006 ls nt)t

agmfrcant There can be no assurance,that the Company w111 not be obltgated to repurchase mvemory hact lhrs""“—-ﬂ-—-——-—--

arrangement in the future .

Performance Guarantee

In connection with the sale of Connectivity Solutions and the sale of a portion of the Expanets business,
the Companyxhas assigned its rights and obligations under several real estate leases to the acquiring companies
(the “asmgnees”) The remammg terms of these leases vary from one year to elght years. While the Company is, ..
no longer the prlmary obligor under, these 1eases the lessors have not completely released the Company from its
obllgatlons and hold it secondanly liable in the event that the assignees default on these leases. The maxunum
potential future payments the Company could be required to make, if all of the assrgnees were to default as, of
September 30, 2006, would be approxlmately $l6 million. The Company has assessed the probablhty of default by
the assignees and has determined it to be remote.

v oo Wt

.

Credit Facility Indemnification

in connectton wrth its obltganons ‘under the cred1t facﬂtty descrlbed in Note 8, “Cap1tal Lease Obhgatrons .
and Long-Term Debt—Credlt Facrllty Amendments,” the Company has agreed to mdemnlfy the thtrd party lendmg
1nst1tuttons for costs incurred by the 1nst|tutlons related to changes i in tax law or other legal requtrements ‘While .
there have been no amounts patd to the lenders pursuant to this mdemmty in the past, there can be no,assurance |
that the Company wrll not be obllgated to 1ndemmfy the lenders under this arrangement m ‘the future T

(1] Lo Wao!

Transacuons wu‘h Lucem N . S . ' o R L

- v 4 4 t '
Pursuant to the Contrlbutron and Distribution Agreement, Lucent contnbuted to the Company substantially -
all of the assets, liabilities and operations associated with its enterprise networking businesses ( ‘Company’s,
Busmesses”) The Contrtbutlon and Dlstrtbutlon Agreement among other thlngs provides that, in general, the
Company will mdemmfy Lucent for all llabtlmes mcludmg certain pre- dtstrtbunon tax obhgatlons of Lucent
relating to the Company’s Businessés and all contingent liabilities primarily relating to the Company’s Busmesses
or otherwise assigned to the Company. In addition, the Contribution and Distribution Agreement provides that
certain contingent liabilities not allocated to one of the parties will be shared by Lucent and the Company in_.
prescrtbed percentages. The Contribution and Distribution Agreement also provides that each party will share
specified portions of contingent liabilities based upon agreed percentages related to.the business of-the other party
that exceed $50 million. The Company is unable to determine the maximum potential amount of other future.
payments, if any, that it could be requ1red to make under this agreement. D L

-

v In‘addition, if the:séparation:from Lucent failsito qualify as a tax-free distribution under Section 355 of the.
Internal Revenue Code because of an acquisition of the Company’s stock or assets, or some other actions of the -
Company, then the Company will be solely liable for any resulting corporate taxes. ' : '

’
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17, Commitments and Contingencies (Continued) e S
The Tax Sharing Agreement governs Lueent s'and the Company’s respective rights, responsibilities and
obligations after the distribution with respect ‘to taxes for the'periods ending on or before the distribution.
Generally; pre-distribution taxes or benefits that are clearly'attributable to the business of one party will be borne
solely by that party, and other pre-distribution taxes or benefits will be shared by the parties based on-a formuta set

forth in the Tax Sharing Agreement. The Company may be subject to additional taxes or benefits pursuant to.the .+
Tax Sharing Agreement related to future settlements of audits by state and local and foreign taxing authormes for,y

the periods prior to the Company’s separation from Lucent.,
: . (. v o AP TS A R BRI AL I LI AN

Leases o - : T , ' r

The Company leases land, buildings and equipment under agreements that expire ifi vatious years throu'gh .
2025.Rental expense under operating leases, éxcluding any-lease termination costs incuried related to the - -~
Company’s restructuring programs was $116 million, $136 million and $130 million for fiscal 2006, 2005. and e
2004, respectively.- L — coe

The table below sets forth future minimum lease peiyme'nts, net of sublease income; due under non-cancelable
operating leases, of which $39 million of such payments have been accrued for in accordance with accounting
principles generally accepted in the U.S. pertaining to restructuring and exit activities.

) * Future minimum
- - lease payments *

N ' _ - Sk Dollarsin I'I'II"IOI'IS‘ v e
2007 .. SR 3 1 R A
2008 .. SR b L
2009 ... 94 o
2000 .o , 69 oo
D011 i we §5 oo
2012 and thereafter. ... ... .. ... SUDUL SR _232 o
Future minimum lease payments. .. .......... . . .. v $704 L fe ." . '
' R ‘_- L . . : e b
LY aa f t ¥ 4
PREIL o ! ey o
LIYI 2 E P NP tar :
) ' t ' i You H ..
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18. Quarterly Information {unaudited)

Year Ended September 30, 2006
ReVemue .. ...t e

Gross margin .. . ...

Operating income .. .........ooovevennens
Provision for (benefit from) income taxes . . ..
NEtINCOME. . vt eece e enrien e
Earnings per share—Basici................
Earnings per share—Diluted: ... ...........

Stock price (13: -
High . .. ... ..
-.-’5(1-[*2& ;:3-:;'? 1 A G TTE S i

"' Year Ended September 3032005 ©

Revenue . . ..o oe e i e -

_ Gross margin . . . .. P P

Operating income ............ooooeevinn.
Provision for (benefit from) income taxes . ...
Income from continuing operations .........
(Loss) from discontinued operations. . . ......
NELiNCOME. + ot vt et ee e ciarr i aannns
Earnings per share—Basic:
Earnings per share from continuing
OPETations . . ... ... i
(Loss) per share from discontinued
operations . . . ... e
Earnings pershare ....................
Earnings per share—Diluted:
Earnings per share from continuing
operations . . .. ....cuvue s
(Loss) per share from d1scont1nued
OPETATIONS . . . oot v e e e e e
Eamingspershare ....................

AVAYA INC.
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Fiscal Year Quarters

First

Second

_Third Fourth

Total

Dollars in millions, except per share and stock price amounts

T $1,249

1

$5,148

$1,238 $1,297 $1,364
589 - 578 588 - - 635 2,390
107 - - 53 28 ' .75 263"
40 19 (1) 35 83
$ .71 S 38 $ 44 § 48 $ 201
$ 0.15 $ 0.08 $ 0.10 $ 0.11 $ 043
'$ 0.15- - $-0.08 $ 0.10 $ 0.10 $ 0.43-
$12.70 $12.08 $13.11 $13.11
81021, $10.13 . $10.73 $ 8.85
S LR BRSPS L S
$1,148 $1,222 7 $1,236 P8 i < 902&l
543 563 5715 616@ ] 2,297
88 52 76 82 298
7 11 (117) (577) (676)
33 36 194 660 923
(2) — - .. - (2)
$ 31 $ 36 $ 194 ., % 660 $ 921
$ 0.07 $ 0.08 $ 0.41 $ 139 $ 1.95
$ 0.07 $ 0.08 $ 041 $ 139  § 195
$ 0.07 $ 0.07 $ 0.40 $ 1.36 $ 1.89
$ 0.07 $ 0.07 $ 040 $ 1.36 $ 1.89

(1)  Shows the intraday high and low sales price per share of the Company’s common stock as réported on the
New York Stock Exchange for the periods indicated.
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C. CORPORATE INFORMATION
Avaya Shares . " .

Shares of Common Stock are l1sted on the New York Stock Exchange (“NYSE”) with the tlcker symbol AV.

As of December 15, 2006, there were approximately 869,749 registered holders of the Company’s Common Stock
and on that date the closing price of a share of Avaya Commeon Stock was §13.52.

Transfer Agent and Registrar

Please direct communications regarding individual stock records and address changes to The Bank of New
York at: Avaya Shareholder Services, P.O. Box 11033, New York, New York 10286-1033. You can call The Bank of
New York at the following numbers: (866) 22-AVAYA (tol! free within the U.S.); (212) 815-3700 (international); and

(800) 711-7072 (TDD/TTY Ling)." Alternatively, you can send an email to; avshareholders@bankofnewyork.com,

Investor Relations S o -

Seciirities analysts and investors should contact Invcstor Relations by wrltmg to the Company s headquarters

or by calling (908) 953-7504.

[ X8 L 1]
. ' ' "

-

Independent Regntered Public Accountmg Firm b

PncewaterhouseCoopch LLP 400 Campus Drive, Florham Park New Jersey 07932 tel: (973) 236- 4000

-+
.

World Headqﬁarlérs" A ‘ .

Our corporate headquarters are located at 211 Mt. Airy Road, Basking Ridge, New Jersey 07920, ;
Corporaté Governance ‘

Avaya maintains a corporate website at www.avaya:com and shareholders can find additional information -
about the Company through the Investor Relations website, located at http://investors.avaya.com. Visitors to the
Investor Relations website can view and print copies of the Company’s U.S. Securities and Exchange Commission
(“SEC™) filings, including Forms 10-K, 10-Q and 8-K, as soon as reasonably practicable after those filings are
made with the SEC. Copies of the charters for each of the standing committees (Audit Committee, Compensanon
Committee, Finance Committee and Governance Committee), Avaya’s Corporate Governance Guidelines and -
Avaya’s Code of Conduct, Operating With Integrity, are all available through the Investor Relations website.
Alternatively, shareholders and other interested parties may obtain, without charge, copies of all of these
documents by writing to Investor Relations at the Company’s headquarters. Please note that the information
contained on Avaya’s websites is not incorporated by reference in, or considered to be a part of, this document.

Management Certifications

“The Company’s Chief Executive Officer and Chief Financial Officer have provided certifications to the
SEC as required by Section 302 of the Sarbanes-Oxley Act of 2002, which certifications are included in the
Company’s Annual Report on Form 10-K for the fiscal year endéd September 30, 2006. As required by Section
303A.12(a) of the New York Stock Exchange Listed Company Manual, in March 2006, the Company’s Chief
Executive Officer submitted to the NYSE its annual CEO certification regarding the Company’s compliance with
the NYSE’s corporate governance listing standards. That certification notificd the NYSE that Richard Wallman,
one of the Company’s Directors, served on the audit committees of three public companies in addition to Avaya’s
Audit Committee. The Board determmed that such servncc did not lmpalr his ability to serve on Avaya’s Audit
Committee.
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Contacting the Board B T SR SR
Any of our shareholders or interested parties who desire to contact Avaya’s Chairman and Lead Director,
Non-employee Directors as a group or the other members of the Board of Directors may do so electronically by~
sending an email to the following address: bdofdirectors@avaya.com. Alternatively, shareholder or interested
parties may contact the Chairman and Lead Director or the other members of the Board byiwriting to: Board of. -

T

-

s

Directors, Avaya Inc., 211 Mt. Airy Road; Room 3C429, Basking Ridge, New Jersey 07920. «+ .. .. '
w2 EADERSHIPANFO RMAT O N st sussamotittns s —mit et 0o s yeiumeme Mo fpnmenspuipm et -
BoardothrectorS‘ ' ST ST S Core B P T
Ph1]1p A, Odeen . fees Director of AES Corporatton, Con\‘fergys Corporatlon and Northrop Grumman “”
e, o Corporation (Non-executive Chairman of the Board and Lead Dtrector) R
Louis J. D’Ambrosio ...... President and Chief Executive Officer of Avaya Inc. i
BruceR.Bond .......... Trustee of Black Rock Investments © ¢t
Frank J. Fanzilli ......... Non-executive Chairman of Interwoven, Inc. and Director of CommVault Systems Inc.
Joseph P. Landy ......... Managmg Member and Co-Presidént of Warburg Pincus LLC .
Mark Leslie. ............ Managing Director of Leslie Ventures and Director of Network Appliance, Inc.
Hellene S. Runtagh. ... ... Director of Lincoln Electric Holdings, Inc. and Neustar Inc. st e
Dantel C. Stanzione ...... _ President Emeritus of Bell Laboratories; Director of Quest Dtagnosttcs,

t ' " Incorporated and InterNAP Network' Services Corporation’ * ‘
PaulaStern ............. Chairwoman of The Stern Group, Inc.; Director of Avon Products, Inc. and Hasbro Inc
Anthony P. Terracciano ... Director of IKON Office Solutions, Inc. and Knoll, Inc. R h
Michael C. Thurk .. ... .. Chief Operating Officer of Avaya Inc. ' K e .
thhard F Wallman ...... Director of Ariba, Inc., ExpressJet Holdings, Inc., Hayes Lemmerz International, Inc

_1 and Lear Corporation N
Ronald L~Zarrclla ~.5a:.. Chairman and Chief Executive Officer of Bausch & Lomb Incorporated:
Execunve Ojf icers as Reported in Avaya's Annual Report on Form 10-K Lo - o :
Louis J. D‘Ambrosro ...... "President and Chief Executive Ofﬁcer (Prmcrpal Execurrve offi cer) X
Jocelynic JiAttal ... ... Chief Marketing Officer ' L : 0 ‘ '
Pamela F. Craven ........ Chief Administrative Officer .
Roger C. Gaston , . ... e Semor Vice President — Human Resources - ) ' A_ e .
Charles L. il] ............ Senior Vice President — Global Sales v . L ‘
Karyn Mashima.. ........ Senior Vice President — Strategy and Technology -,
Garry K. McGuire . ...... Chief Financial Officer and Senior Vice President — Corporate Development

(Principal Financial Officer) A, RS

Amarnath K. Pai,........ . Vice President - Finance Operations and Corporate Controller (ChtefAccountmg Officer)
Francis M. Scricco . . . . . " Senior Vice President - 'Avaya Global Servrces . . R -
Michael C. Thurk.. .. .. e ChtefOperanng Officer . Coe ‘ '

¢ . e TS . - Y P

Addtttoraa[ExecunveOﬂ"cers e o

David P. Johnson. o " Seniof Vice President — Global Channels Development .

Paul B. Kaiz . " mA T Viee Presrdent — Supply Chain and Global Souretng Organlzatlon K Lo
Thomas A . Lesica . ... ... Senior Vice President - Information Technology and Customer Care

Micky 8. Tsui ........... Vice President — (Global Communications Solutions
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